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Financial Highlights 


Years ended January 31 (millions of dollars) 2002 2001 2000 
Sales and revenue 7,445.8 7,400.0 7,193.9 
Net earnings Ae 125.3 96.0 
Cash flow from operations 189.3 467.1 449.6 
Capital expenditures 143.8 241.5 Hoon 
Debt:equity ratio 0.18:1 0.30:1 O53 
(dollars) 
Per share 
Net earnings 0.85 1.60 Aly 
Net earnings — diluted 0.84 1.46 Wala 
Cash flow from operations 2.69 6.50 6.03 
Dividends 0.36 0.36 0.36 
Shareholders’ equity 30.38 29.78 27.91 
Sales and Revenue Net Earnings Earnings per Share 
($ millions) ($ millions) ($) 
7,500 130 1.75 
6,000 104 Un ee 
4,500 78 1.05 
3,000 52 0.70 
1,500 26 085 z 
0 0 0.00 
00 01 02 00 01 02 00 01 02 
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Letter to Shareholders 


Meeting the Challenges of 2001 


Last year was disappointing in terms of operating results, but encouraging in terms of 
progress in executing our strategy. If retailing reflects society, it certainly mirrored the 
effects of a recession and job cuts, as well as consumer wariness and shock caused by 
the horror of September 11. 

Hardest hit were apparel sales, at every price point and taste level, especially within 
the department and specialty store price points. The loss in gross margin resulting from 
lower sales and higher markdowns could not be compensated for by increases in non- 
apparel categories. The Bay’s apparel sales were most affected, declining 6.4% while 
non-apparel, including Home Outfitters, increased 3.6%. The weakness in apparel sales 
was further complicated as a result of a major competitor liquidating a se ala ae 
in the category. x 

Zellers, far less reliant on apparel sales, saw overall sales rise 1. 5%, but again, 
experienced margin pressure resulting from lower apparel sales while oe in non- 
apparel categoriés rose 2.4%. 

Apparel inventories in both companies were cleared in a timely fashion. Though 
costly, this approach ensures that going forward assortments are fresh, providing HBC 
with plenty of purchasing power as’apparel recovers. Given the worldwide slump in 
apparel, factories and vendors are capable of filling orders on a shorter timeline given 
the under-utilization of their production. 

“Home” categories and other non-apparel areas were more resilient and we 
expect continuing growth as we target the HBC assortment to reflect the continuing 
decline of apparel as a percent of consumer spend. 

Apparel will inevitably recover. The clean inventories, more and better private 
and exclusive brands, controlled forward placings and a less competitive apparel 
environment hold promise for improving margins even with modest sales increases. The 
Company managed expenses and inventories efficiently as the expense rate in certain 
controllable areas and the use of working capital both improved. 
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The Products Canadians Want 
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How Canadians Want to Shop 
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Caring for Customers and Rewarding Loyalty 
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Going Forward 
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Management’s Discussion and Analysis 


Business Profile 


Hudson's Bay Company (HBC or the Company), established in 1670, is Canada’s largest department store retailer, oldest 
corporation and one of Canada’s largest employers. The Company provides Canadians with the widest selection of goods 
and services through its retail channels that include 551 stores, consisting mainly of the Bay and Zellers. In 1999, the 
Company launched Home Outfitters, a kitchen, bed and bath superstore chain. The Company also operates a Financial 
Services division, and is engaged in several other smaller operating and retailing activities: Fields, a chain of 106 small 
value-priced general merchandise stores located in western Canada; and Hbc Direct, the Company’s direct-to-customer 
business which includes catalogue operations, third party loyalty programs and the Company’s online store, Hbc.com, all 


supported by a common central fulfillment centre. 


Strategy 


HBC’s mission for over 300 years has been to meet the needs and wants of Canadians. HBC continues to redefine its 
place in Canadian retailing with an operating model that is sustainable and that can provide growth opportunities. The 
strategy is to become a seamless retail organization built to best serve the shopping needs of the majority of Canadian 
consumers through several highly focused formats, linked by customer bridges and enabled by common and integrated 
support services which create third party opportunities for revenue and profit. The results of this strategy continue to be a 
better, broader and deeper range of products and services to HBC customers, a more efficient and productive use of assets, 
and a better return to shareholders. 

Central to HBC’s strategy is the concept of “align and leverage.” The Company's goal is to provide all retail formats 
with common, integrated, effective and cost efficient “back-of-house” infrastructure and services. This allows the retail 
formats to concentrate on the unique customer facing components of the retail business — merchandising, marketing and 
service. One component of HBC’s “align and leverage” concept is HBC Shared Services which focus on providing the best 
and most cost effective support systems for the Company’s retail operations. 

During 2001, examples of “align and leverage” in the Company’s support services are described below: 


HBC established two departments focused on merchandise and non-merchandise sourcing with the objective of consolid- 
ating and maximizing the Company's vendor base, leveraging the Company’s total buying power, redeploying people and 
skill sets and ensuring quality and consistency of HBC merchandise and non-merchandise purchases. 

* The Company has continued to invest significant funds in technology to create common support platforms and to improve 
both HBC’s systems and processes. This will result in improved decision support, better inventory management and reduc- 
tion in costs. 

The Company introduced the Hbc Rewards program and re-issued a Hudson’s Bay Company branded credit card that 
makes it easier for consumers to shop, encourages cross-banner shopping and results in credit operational efficiencies. 


In both the mass and department store channels, the Company continues to be pressured by two major competitors. 
Therefore, it is critical to the Company's strategy to focus on the sum of all the Company retail formats targeted to match 
Canadians’ total spend — essentially to become a shopping solution. Through the alignment of HBC formats, the Company 
offers the widest range of merchandise and services in the Canadian marketplace. The Company continues to execute 
programs to increase the breadth and assortment of merchandise across all of the retail formats. 

In 2001, the Bay and Zellers initiated various activities that support the Company’s strategy. The key strategic actions 
taken in 2001 are described in the operating section for each of the retail divisions and Financial Services. 


Underpinning HBC’s strategy are three financial objectives and guidelines to maximize shareholder value in 
the long term: 


Grow HBC’s earnings per share by 8% to 10% annually; 
Improve inventory turnover on a cost basis to four times; and 
Maintain the long-term debt:equity ratio, including securitization funding, below 0.85:1. 


Although the difficult retail climate in 2001 has slowed progress in achieving HBC’s financial goals, the Company remains 


committed to executing its strategic plan and continues to work on reducing its cost structure, better managing inventories 
and realizing more productivity benefits. 


Consolidated Results 


The Company’s fiscal year-end is January 31. The financial tables and commentaries referring to 2001, 2000 and 1999 fiscal 
years cover the 52-week period ended January 31, 2002, 2001 and 2000, respectively. 

Due to a change in generally accepted accounting principles, 2001 licensed revenues, net of cost of sales, are reflected 
in sales and revenue. All prior period sales and revenue and cost of merchandise results have been reclassified with no impact 
on net earnings. 

Highlights of the consolidated results reported for 2001, 2000 and 1999 were: 


Sales and revenue in 2001 of $7,446 million increased less than 1% from the 2000 level of $7,400 million and increased 
3.5% from the 1999 level of $7,194 million. 

Earnings before interest expense and income taxes (EBIT) in 2001 was $186 million, compared to $300 million in 2000 and 
$271 million in 1999. 

Net earnings were $73 million in 2001, compared to $125 million in 2000 and $96 million in 1999. 

After deducting dividends for equity subordinated debentures and convertible unsecured subordinated debentures, earnings 
per share (EPS) in 2001 were $0.85, a decrease of $0.75 over 2000’s EPS of $1.60 and a $0.32 decline from 1999’s EPS 
Of D117. 


Operating results for year 2001 were impacted by transactions that do not arise as part of normal day-to-day business 
operations and that could potentially distort the analysis of trends. To provide a more meaningful comparison of operating 
results, all further discussions, including the operating segment discussion, will be based on the Company's operating results 
excluding the items described below: 


A net gain in 2001 of $26.3 million due to an accounting change in the second quarter of 2001 to comply with new rules 
for securitized credit card receivables. 

Additional costs recorded in Q4 2001 totalling $21.8 million related to accelerated store closures in Zellers. 

Costs booked in Q4 2001 amounting to $5.5 million (primarily severance) to improve business processes and make organiz- 
ational changes at the Bay and Zellers. 


The accelerated store closures and the business process streamlining activities will immediately create operating efficiencies 
and improve sales per square foot. 

The following table summarizes the Company’s operating results for the last three years. The results in 2001 exclude 
the effects of the transactions described in the previous paragraph. These transactions increased reported sales by $26.3 million, 
and lowered reported EBIT and reported net earnings by $1.0 million and $0.6 million, respectively. 


(millions of dollars) 2001 2000 1999 
Sales and revenue 7,420 7,400 7,194 
EBIT: 

Major retail divisions (including Financial Services) 201 319 278 

Other (15) (19) (7) 
Total EBIT 186 300 Dy 
Net earnings (es) 125 96 
Earnings per share $ 0.86 | $ 160 $ lel 


Results for the major retail divisions and Financial Services are discussed under the heading “Review of Operations” 


following this section. 


Sales and revenue by quarter for the last three years are shown in the table below: 


(millions of dollars) 2001 2000 1999 
Sales: 
First quarter Lol 1,526 1,467 
Second quarter* 1,695 1,715 1,641 
Third quarter* 157/32 1,772 i719 
Fourth quarter* 2,460 2,387 2,367 
Total* 7,420 7,400 7,194 


* Excludes net gains recorded in 2001 on the securitization of credit card receivables. 
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EBIT 
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The percentage of retail sales of the Company derived from each of the four geographic regions of Canada for the last three 


years has been stable. The following table illustrates this: 


Average 2001 2000 1999 
Geographic regions: 
Western 32% 32% 32% 32% 
Ontario 44% 44% 44% 43% 
Quebec 17% 17% 17% 18% 
Maritimes 7% 7% 7% 7% 
100% 100% 100% 100% 
EBIT by quarter for the three years ended January 31, 2002, were as follows: 
(millions of dollars) 2001 2000 1999 
EBIT: 
First quarter = Wy, (4) 
Second quarter* 39 DD) 45 
Third quarter* 18 Se) 53 
Fourth quarter* 129. 174 Wah 
Total* | 186 300 Dr 


Excludes net gains on the securitization of credit card receivables in 2001 and Q4 2001 costs for accelerated store closures and organizational changes. 


In 2001, EBIT of $186 million decreased $114 million from the prior year’s level. EBIT comprises retail EBIT and Other. 
Retail EBIT in 2001 of $201 million, which decreased $118 million or 37% from the year 2000 level, is discussed under the 
Bay and Zellers commentary sections. The “Other” category of earnings represents items not directly attributable to the 
major retail divisions and Financial Services. Included in the “Other” category were unallocated corporate expenses and mis- 
cellaneous profits and losses from various ongoing and non-recurring secondary retail and other activities. The operations of 
Fields, HBC’s chain of small general merchandise stores in western Canada, earnings from real estate activities, pension cred- 
its and Hbc Direct costs are also included. In 2001, 2000 and 1999, there were losses from these items of $15 million, 


$19 million and $7 million, respectively. 


Total interest expense was $54 million in 2001, a decrease of $8 million from the 2000 level. The decrease in interest 
expense reflected the impact of lower interest rates during year 2001 and lower debt levels. During 2001, the Company’s 
average interest rate on borrowings decreased to 5.5% from 7.5% in year 2000 and the average interest rate on fixed and 
swapped debt decreased to 7.0% from 7.5%. In total, the Company's average interest rate for 2001 decreased to 6.9% from 


7.5% in 2000. 


Management's Discussion and Analysis 


For 2001, the Company’s effective income tax rate was lower compared to the effective tax rate in 2000, reflecting a 
recovery of future income taxes related to the benefit of federal and provincial income tax rate reductions. The benefit of the 


tax recovery totalled $9.1 million or $0.13 per share. 


After deducting net dividends for equity subordinated and convertible unsecured subordinated debentures, EPS in 
2001 were $0.86, a decrease of 46% from year 2000’s EPS of $1.60 and a reduction of 27% from 1999’s EPS of $1.17. 


EPS by quarter for the last three years were as follows: 


(dollars) 2001 2000 1999 
Earnings (loss) per share: a 
First quarter (0.20) (0.12) (0.29) 
Second quarter* 0.10 0.19 0.12 
Third quarter* (0.07) 0.24 0.16 
Fourth quarter* 1.04 1.29 i518 
Full year* 0.86 1.60 a Bd 


* EPS in 2001 excludes net gains on the securitization of credit card receivables and Q4 2001 costs for accelerated store closures and organizational changes. 


Review of Operations 


Retail Environment 


Economic forecasting is challenging in any environment, but it is particularly difficult following the events of September 11th. 
The combination of a reviving U.S. economy and stimulative fiscal and monetary policies should contribute to growth in 


Canada, which will likely be mute in the first half of 2002 and increase in the later half of the year. 


The Canadian retail environment will continue to be very competitive. Except for power centres, the retail market is 
mature with concentration in a few retailers. Ongoing format changes and intense competition from retailers such as Sears, 
Wal-Mart and the warehouse clubs, as well as from Department Store Type Merchandise (DSTM) stores, will continue in 


the Canadian retail marketplace. 


During 2001, Canadian Tire successfully completed the acquisition of Mark’s Work Warehouse. In 2001, Best Buy 
acquired Future Shop, while Old Navy entered the market with 12 stores, and Williams-Sonoma and Pottery Barn opened 
three stores in Toronto. Further expansion plans for these retailers are uncertain and have in some cases been delayed. 


Children’s Place Retail Stores recently acquired the leases of 23 stores, which is the first step of its expansion plans in Canada. 
Wal-Mart opened an additional 21 stores in 2001 and is expected to open at least the same number in 2002. 

Department Store Sales (DSS) for calendar 2001 were up 7.9%, primarily due to the re-introduction of previously 
closed retail space, and DSTM sales were up 4.1%. HBC expects that the DSTM sales change will be moderate in 2002 with 
low single-digit growth. DSS should begin to improve in the second half of 2002, as consumer spending increases, helped by 
a recovering job market. The trend of lower apparel sales and a growth in the home category should also continue in 2002. 


The Bay 
Business Profile 


At January 31, 2002, the Bay, HBC’s fashion department store retail brand, had 100 department stores across Canada. 
The Bay offers style and trend leadership in private and national brands to middle and upper income Canadians. 
Emphasizing fashionable soft goods and products for the home, the Bay provides its customers with traditional department 
store services and guarantees. During 2001, the Bay continued to strengthen its private brands strategy and enhanced service 
levels by continuing the renovation of its stores and the introduction of new service amenities. In 1999, the Bay launched 
Home Outfitters, a kitchen, bed and bath superstore chain with a footprint in the range of 34,000 to 40,000 square feet. At 
January 31, 2002, the Bay had 22 Home Outfitters stores with plans to open up to 17 new Home Outfitters stores in 2002. 


Management's Discussion and Analysis 


Strategy 


The Bay will exceed the customer’s expectations by being Canada’s best department store chain, offering affordable style and 


trend leadership in private and national brands to middle and upper income Canadians. 
The Bay will increase productivity of its assets through three main strategies: 


1. Improve department store offerings. 


* Solidify and build on the Bay’s fashion and style leadership position. 

- Develop private brands to deliver value and a consistent fashion look. 

- Re-position the Bay brand to stand for Stylish Ideas Made Easy and Affordable. 
* Differentiate suburban and urban stores to exceed customer expectations. 

- Achieve operational excellence through business process redesign. 

- Evolve the culture to create ownership, accountability and productivity. 


2. Intensify utilization of space. 


- Improve the productivity per square foot in the Bay stores, particularly through expansion of furniture and other major 


home fashion businesses, and through complementary licensed businesses. 
3. Increase investments in growth assets. 
* Invest in Home Outfitters which is expected to open up to 17 stores during 2002 in major Canadian cities. 


Financial Performance 
(millions of dollars) 2001 2000 


1999 


Sales and revenue* 


Net assets 


* Excludes net gains on the securitization of credit card receivables in 2001 and Q4 2001 costs for organizational changes. 


Performance measures for the last three years were as follows: 


2001 2000 1999 
Comparable store sales change (%) (4.8) 5.6 ay 
Retail sales per selling square foot (dollars) 188 ivy 
Inventory turnover on cost basis (times) 2.78 2.63 
Return on assets (%) 137 10.5 


Sales and revenue in 2001 of $2,659 million were down $44 million or 1.6% from last year, with comparable store sales 
down 4.8%. The Bay’s DSS market share decreased to 13.0% in calendar 2001 from 14.5% in 2000. Average sales per square 
foot of retail selling space was $180, compared to $188 per square foot in 2000, which represented an $8 decrease. The sales 
decrease was in line with general retail trends in 2001, reflecting the impacts of economic uncertainties, consumer slowdown 
of discretionary spending, the addition of over two million square feet of competitive retail space and aggressive price pro- 


moting in the department store channel. 


EBIT for 2001 of $61 million decreased by 62% or $101 million from last year due to a lower sales level and a 
decrease in gross margins, reflecting increased promotional activity to generate sales volume and increasing sales blend of 


lower margin major home fashion business. 


Inventories at January 31, 2002, of $520 million were $23 million below the January 31, 2001 level of $543 million 
due to improved inventory management processes and systems. Excluding Home Outfitters, the Bay’s inventory was lower 
by $43 million or 8.1%. At January 31, 2002, the inventory turnover (on a cost basis) at the Bay (excluding Home 
Outfitters) was 2.79 times, compared to 2.78 times last year. Inventories are expected to decline in 2002 due in part to 
enhancements to the inventory management processes and the implementation of the Retek merchandising system in 2002. 
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The number of Bay stores and aggregate gross areas in square feet by province at the last three year-ends were 


as follows: 
Number Square Feet (thousands) 

2001 2000 1999 2001 2000 1999 
British Columbia 18 18 19 25985 3,061 D199 
Alberta 16 16 16 2,469 2,496 2,447 
Saskatchewan 3 3 3 426 467 457 
Manitoba 2 2 3 758 POR 920 
Ontario 38 38 36 6,786 6,685 6,503 
Quebec 68) 20 1 3,145 3220 2978 
New Brunswick 1 1 - 121 120 _ 
Nova Scotia a 5 a4 oF) 384 384 

100 101 38) 17,063 75250 16,882 


The number of Home Outfitters stores and aggregate gross areas in square feet by province at the last three year-ends were 


as follows: 
Number Square Feet (thousands) 
2001 2000 1999 2001 2000 1999 
Alberta 5 201 
Manitoba 2 78 
Ontario 1] 6 3 500 303 181 
Quebec 4 158 
DD 6 3 Day) 303 181 


The Company owns the land and buildings of nine large downtown Bay stores and three other Bay stores, including the 
Toronto downtown Queen Street store building and approximately 60% of the related land, and the buildings (on leased 
land) of six suburban Bay stores. The remaining stores are generally held under long-term leases. During 2001, the Bay 
opened 16 Home Outfitters stores and closed one Bay store. The Home Outfitters stores are held under long-term leases. 


Operating Highlights for 2001 
During 2001, the Bay made significant progress in a number of key areas, including: 


* The continued roll-out and development of the two Bay lifestyle private brands introduced in 2000, Jogo and Mantles. 

* The introduction of two additional private brands, Outline and Market Square, at budget everyday price points, and the 
introduction of the Bay Value program, offering exclusive national brands at everyday pricing. 

* The retrofitting of 10 suburban stores with the new store layout featuring a centralized cash and service area, designed to 
improve customer service and ease of shopping. 

* The documentation and improvement of 73 work processes resulting in improved inventory and merchandise management. 

* The expansion of the major home fashion assortment to an additional six stores bringing the number of stores offering this 
full assortment to 68. 

- The opening of 16 additional Home Outfitters stores, offering unbeatable style and selection for the home at everyday 


low prices. 


Outlook for 2002 
The retail marketplace in 2002 is expected to be modestly stronger than 2001 with most of the recovery expected in the sec- 
ond half of the year. Most retailers will manage their inventories accordingly, and this should reduce the level of discounting 
experienced in the marketplace in 2001. 

The Bay has significantly improved the level and quality of its inventory, and will continue to manage inventory pur- 
chases in a prudent manner. Improved inventory management processes have increased the Bay’s ability to both plan and 
react to emerging sales levels which should result in better margins. 
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Zellers 

Business Profile 
At January 31, 2002, Zellers, HBC’s mass merchandise retail brand, had 323 stores. Zellers offers national and private brand 
merchandise at prices that provide value to its customers. During 2001, Zellers continued to renovate stores to the new 
prototype format featuring wider aisles, improved presentation and selection of merchandise. As of January 31, 2002, Zellers 
had converted 143 of its stores to this new format, representing over 50% of total store selling space. Zellers operates 30 of 
its smaller stores as “Zellers Select.” 


Strategy 
Zellers’ strategy is to become the preferred store of Canadian “Moms” by offering a broad assortment of products 
that respond to her needs and wants, including her family and her home. The strategy will be achieved through the 
following initiatives: 


- A refined value proposition — anticipating Mom’s assortment needs and wants with a combination of priced-right national 
as well as exclusive private and captive brands. 

- An improved real estate portfolio — becoming a nation-wide chain with fewer, larger, conveniently located stores by market, 
positioned to effectively deliver the best assortment and service to Mom. 

* Enhanced systems, technology and processes. 


Financial Performance 
(millions of dollars) 2001 2000 1999 


Sales and revenue* 
EBIT* 


Net assets 


* Excludes net gains on the securitization of credit card receivables in 2001 and Q4 2001 costs for accelerated store closures and organizational changes. 


Performance measures for the last three years were as follows: 


2001 2000 1999 
Comparable store sales change (%) ites 0.4 23 
Retail sales per selling square foot (dollars) 201 199 197, 
Inventory turnover on cost basis (times) 282 2.70 


Return on assets (%) 9:1 8.6 


Sales and revenue increased 1.5% in 2001, with comparable store sales up 1.1% (hardlines up 2.4%, apparel down 4.3%). 
Sales growth during the year was impacted by increasing competitive pressure, the unseasonable weather patterns in the 
spring and in the fourth quarter of 2001, as well as general economic uncertainty. DSS market share for Zellers was 22.9% 
in calendar 2001, down from 24.3% in 2000, due mainly to the increased competitive pressure in the marketplace. Zellers’ 
average sales of $201 per square foot of retail selling space was $2 higher than 2000 and $4 higher than 1999. 

EBIT decreased in 2001 as a result of lower margins in the highly competitive mass market, due mainly to lower sales 
of higher margin fashion items (blend of business). EBIT in 2001 included $19 million of store closure costs and pre-open- 
ing costs of new stores compared with $19 million in 2000 and $28 million in 1999. 

In the face of challenging sales and revenue growth, inventories were well controlled, with the January 31, 2002, 
inventory level of $942 million being $63 million below the 2000 fiscal year-end inventory level. Inventory turnover on a 
cost basis improved to 2.96 turns from 2.82 in 2000. Zellers also expects to further reduce its inventory level during 2002 
through better inventory processes and the use of the new technologies implemented over the last three years. 
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The number of stores and aggregate gross areas in square feet by province at the last three year-ends were 


as follows: 
Number Square Feet (thousands) 

2001 2000 1999 2001 2000 1999 
British Columbia 39 4] 41 3,616 3,685 3,538 
Alberta 30 30 30 2,695 2,672 2,607 
Saskatchewan 12 12 1) 912 912 912 
Manitoba 9 8 9 904 779 777 
Ontario 137 142 139 1523 12,807 122242 
Quebec 61 62 61 5,369 5,402 5,266 
New Brunswick 12 12 1 961 961 960 
Nova Scotia 14 14 15 1,302 1,267 1,309 
Prince Edward Island 2 2 Z 203 173 173 
Newfoundland and Labrador 7 | 7 S14 507 503 

323 330 328 28,996] 29,165 28,287 


At January 31, 2002, HBC owned 13 Zellers stores. The remaining Zellers stores are generally held under long-term leases. 
During 2001, Zellers opened four new stores, expanded seven stores, renovated four stores and closed 11 stores. 


Operating Highlights for 2001 
During 2001, Zellers continued to successfully implement a significant number of initiatives in support of its strategic objec- 
tives and in realizing benefits for the business. Highlights of the key initiatives include: 


Introduction of expanded product assortments, including outdoor patio furniture and indoor ready-to-assemble furniture, 
as well as expanded food, electronics and pet supply areas in selected stores. 

Successful implementation of everyday low pricing (EDLP) in a number of key merchandise areas, with further EDLP pro- 
grams planned for 2002. 

Sustained improvements in overall in-stock position (increased from 91% to 95%), while reducing total inventory levels. 
Increased sales of private and exclusive brands, which now represent over 30% of total retail sales. 

Continued rationalization of Zellers’ real estate portfolio. Since 1998, Zellers has reduced its total number of stores by 19, 
while increasing the average store size by more than 8%. During 2001, Zellers successfully opened the first new Zellers Select 
store (i.e. not a converted location) in Elliott Lake, Ontario. 

Implementation of comprehensive and continuing internal business process improvements. 


Outlook for 2002 
It is anticipated that the competition within the Canadian mass retail sector experienced in 2001 will continue, if not accel- 
erate, in 2002. However, with strong sales trends in the fourth quarter of 2001, lower and better quality year-end inventories 
and continuing enhancements to internal systems, technology and processes, Zellers is well positioned to improve internal 
productivity and profitability in 2002. 

In support of these strategic initiatives, Zellers’ marketing program for 2002 will emphasize its commitment to con- 
tinuing improvements in the shopping experience for Canadian Moms, through increased use of mass media advertising. 

Zellers will again hold to its strategy in 2002, while continuing to refine and build its brand. 


Financial Services 

Business Profile 
The Financial Services division’s primary function is to manage HBC’s credit card portfolios for the Bay and Zellers. 
Processing and servicing of the portfolio is handled by a single system, managed in Toronto. The division operates three 
regional call centres in Vancouver, Toronto and Montreal. At January 31, 2002, there were 3.3 million active customer 
accounts in the combined portfolios, approximately 1.6 million Bay cardholders and 1.7 million Zellers cardholders. 

Financial Services’ main activity is the issuance of temporary revolving lines of credit to assist customers in purchas- 
ing HBC merchandise and services. Included in this activity is credit product development, new accounts acquisition, port- 
folio risk management, marketing, and account management consisting of customer services and collection activities. 
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Strategy 
The strategy of Financial Services is to be the settlement vehicle of choice for HBC’s customers and its store banners. 
Three key strategic objectives support the strategy, and include: 


Organizing the credit program to supply the banners with credit data, allowing for effective targeted-marketing programs 
and providing ease of shopping that is more rewarding. 

Increasing the cardholder base by offering differentiated credit card products. For example, offering the proprietary Hudson's 
Bay Company card and a Visa product marketed, owned and financed by the Canadian Imperial Bank of Commerce, 
as well as alternate financing arrangements. 

Operating credit services to realize a profit level that meets corporate hurdle rates. 


Financial Performance 
(millions of dollars) 2001 2000 1999 


Sales and revenue* 
132 124 


Credit card receivables at year-end 


* Excludes net gains on the securitization of credit card receivables in 2001. 


Key performance measures for the last three years were as follows: 


2001 2000 1999 
Average balance per active customer account (dollars) 400 378 370 
Average volume per active account (dollars) 743 700 688 
Average monthly active accounts (millions) 3,198 i a fo 3,338 
Net bad debt expense for year (millions of dollars) 69 61 76 
Gross bad debt expense as a percentage of average balances (%) Tell 8.4 ES) 
Percent of receivables 30 days past due or less (%) 94.9 94.8 94.1 


Sales on Hudson’s Bay Company’s credit card have been fairly consistent, representing 27.4% of total retail sales of the major 
retail divisions in 2001, 27.2% in 2000 and 27.6% in 1999. The year-end balance of credit card receivables totalled 
$487 million or 2.6% below 2000's receivable balance of $500 million, which was 3.3% over 1999’s level of $484 million. 
Excluding the adjustments to account for the securitization of credit card receivables, the receivable balance was $441 million, 
or an 11.8% decrease from the 2000 year-end level. 

Over the past five years, the Company has sold to independent Trusts, with limited recourse, undivided co-ownership 
interest in certain of its credit card receivables totalling $900 million. In 2001 and 1999, the Company sold $100 million 
and $300 million of receivables for securitization. The securitized credit card receivables are not included in the year-end 
receivable balances disclosed in the above table. The financing activities section describes in more detail the securitization of 
HBC’s credit card receivables. 

Revenue and EBIT of the Financial Services division are included with the results of the major retail divisions, the 
Bay and Zellers. Financial Services revenues in 2001 were $302 million, compared with $295 million in 2000 and $309 mil- 
lion in 1999. The cost of the funding related to the securitization programs is deducted from the total service charge rev- 
enues earned on the portfolio. 

EBIT from Financial Services in 2001 was $148 million, $16 million over 2000’s EBIT of $132 million and $24 mil- 
lion above the 1999 level. EBIT growth in 2001, compared to 2000, reflected the combination of emphasis on cross- 
shopping initiatives, expense management, portfolio risk management and the impact of lower securitization costs. 

The average balance per active customer account was up, and the average monthly active accounts were down as a 
result of both credit card reciprocity introduced in late 2000, and the new Hudson’s Bay Company credit card, launched in 
October 2001, which served to consolidate card activity on one proprietary card. Gross write-offs in 2001 of $98.0 million 
were lower than 2000 by $7.3 million reflecting the impact of new authorization strategies implemented in 1999 and 2000. 
Net bad debt expense in 2001 of $68.6 million was $7.7 million above the 2000 level due to a shortfall in HBC’s bad debt 
recoveries from collection agencies. 

The quality of the credit card receivable portfolio at January 31, 2001, was stable compared to the 2000 year-end, 
with 94.9% of the portfolio classified as 30 days past due or less which is an improvement in aging over the last two years. 
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Operating Highlights for 2001 


During 2001, Financial Services implemented a number of initiatives in support of its strategic objectives. Highlights of the 
key initiatives include: 


Launch of the Hudson's Bay Company credit card, promoting cross-shopping within the HBC family of stores, as well as 
providing customer convenience and loyalty. 

Initiated the acceptance of the Hudson’s Bay Company, Bay and Zellers credit cards at Esso stations throughout Canada. 
Centralized fraud detection and follow-up procedures for Credit and the Hbc.com businesses. 

Developed profit-based credit line, collection and bankruptcy prediction models. 

Linked together call centres through call routing technology and implemented a one point of contact strategy for all Credit 
and Hbc.com inquiries. 

Installed a collection management system to better measure and reallocate accounts to review collection agencies. 


Outlook for 2002 
The outlook for 2002 is dependent on employment levels, which directly affects charge-off rates and bankruptcies, and the 
economic outlook, which directly impacts store sales and credit volume. There is the expectation of continued low interest 
rates, which will have a positive effect on financing the portfolio. 


Overview of Financial Condition 


Net Assets 
The following summary shows details of the Company's net assets as financed by debt and equity for the last three years: 


(millions of dollars) 2001 2000 1999 
Net assets: 
The Bay 1,169 1,207 1,155 
Zellers 1,561 1,636 1,740 
Other 372 231 OS) 
3, LOZ 3,074 ales 
Financed by: 
Debt 457 694 794 
Future income taxes 116 WI 54 
Equity 2,529 2,303 2,266 
3,102 | 3,074 3,114 
Debt:equity ratio 0.18:1 0.30:1 0354 


In the above table, net assets for the Bay and Zellers include credit card receivables that are also included in the net assets of 
Financial Services, amounting to $487 million at January 31, 2002, $500 million at January 31, 2001, and $484 million at 
January 31, 2000. 

Total net assets at January 31, 2002, of $3,102 million were 0.9% above last year’s net asset level reflecting the effect 
of lower trade payables, offset in part by reduced inventories at January 31, 2002, reflecting better inventory processes and 
the impact of new technologies implemented over the last few years. Other net assets of $372 million increased $141 million 
from the 2000 year-end level, reflecting mainly lower accounts payable, increased income taxes recoverable and higher pen- 


sion assets. 


Cash Flows 
Cash and cash equivalents at January 31, 2002, totalled $331 million, compared to $86 million at the 2000 year-end. Cash 
and cash equivalents represent short-term deposits. 

Cash inflow before financing activities totalled $116 million in 2001 and $197 million in 2000. For 2001, cash gen- 
erated from operating activities of $189 million was $278 million below the 2000 cash inflow of $467 million. Cash profits 
in 2001 were lower by $83 million, reflecting the impact of lower earnings generated on a reduced sales volume. The increase 
in the working capital movement compared to the working capital change in 2000 was due mainly to lower trade payables, 
reflecting primarily the timing of payments at the end of the 2001 fiscal year, offset in part by reduced inventories of 
$86 million. During 2001, the Company invested $144 million in capital expenditures, compared to $242 million in 2000, 
and received $100 million from the securitization of credit card receivables. 

Cash and cash equivalents in 2001 increased by $245 million due mainly to the cash inflow before financing activi- 
ties of $116 million and the $194 million of net proceeds received from issuing the 7.5% convertible unsecured subordi- 
nated debentures, offset partly by $10 million to repurchase common shares and dividend payments in 2001 of $39 million. 
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Financing Activities 
The Company obtains funds through various avenues. Funds are generated through cash from operations and improve- 
ments in working capital, particularly reductions in inventories. The Company also has the ability to reduce capital spend- 
ing to fund debt requirements. Other principal sources of liquidity are: the issuance of long-term debentures, the 
securitization of credit card receivables, the sale and leaseback of real estate properties and a syndicated loan arrangement 
with a group of lenders. In addition, the Company can obtain funds through the issuance of equity subordinated deben- 
tures, convertible subordinated debentures and shares, and various operating credit facilities. At January 31, 2002, the 
Company had not drawn on its committed $480 million (to August 2003) credit operating facility, compared to a $120 mil- 
lion utilization of the facility at January 31, 2001. In addition, at January 31, 2002, the Company had $331 million of short- 
term marketable securities compared to $86 million at January 31, 2001. 

At January 31, 2002, the Company’s total debt of $457 million, after deducting $325 million in investments and 
short-term deposits, was $237 million below the 2000 year-end debt level of $694 million. Included in the 2001 year-end 
debt level was $782 million of long-term debt, including $93 million due within one year. The decline in debt levels in 2001 
was due mainly to the receipt of proceeds from the securitization of an additional $100 million of credit card receivables in 
the second quarter, and net proceeds of $194 million from the issuance in November 2001 of the 7.5% convertible unse- 
cured subordinated debentures. 

Over the last five years, the Company has sold $900 million of credit card receivables to independent Trusts under its 
securitization program. Under the securitization program, the independent Trusts have acquired co-ownership interests in 
specified pools of receivables, while HBC and Zellers have retained the unsold interest in the pools. Under the co-ownership 
agreements, HBC and Zellers receive collections from the receivables until the earlier of a scheduled liquidation commence- 
ment date and the occurrence of certain amortization events. 

Amortization events include covenant non-compliance by the Company (subject to applicable cure periods); 
Company insolvency events; a reduction in the aggregate amount of receivables below specified minimum amounts; rating 
reductions below specified minimums; or a failure of the receivables to meet certain minimum performance levels. 

The scheduled liquidation commencement dates for the existing $900 million of co-ownership interests are January 31, 
2004 (as to $300 million), January 31, 2005 (as to $200 million) and March 31, 2006 (as to $400 million). At the time of 
liquidation or an amortization event for a co-ownership interest, a portion of the collections otherwise received by the 
Company will be remitted to the Trusts. The liquidation of co-ownership interests will take a period of time to be com- 
pleted. In the meantime, the Company may arrange for replacement financings either by selling additional co-ownership 
interests in the pool, or by issuing debt or through other financings. 

The Company's debt:equity ratio at January 31, 2002, was 0.18:1 compared to last year’s ratio of 0.30:1. If the 
Company had financed its business by issuing $900 million of debt on the security of its credit card receivables, rather than 
by selling undivided co-ownership interests in the receivables, then the Company's debt:equity ratio at January 31, 2002, 
would have been 0.54:1. 

During 2001, the Company sold $160 million of 7.4% unsecured debentures maturing April 2006, filed a base shelf 
prospectus with Canadian provincial regulators which qualifies for the issuance of up to an aggregate $500 million principal 
amount of debt securities of various types, sold $100 million of 7.38% medium term notes maturing August 2005, and on 
November 26, 2001, issued $200 million of 7.5% convertible unsecured subordinated debentures maturing on December 1, 
2008, which will be used in part to repay the equity subordinated debentures in April 2002. The Company also purchased 
646,400 common shares at an aggregated cost of $10 million. All of the shares were cancelled and the excess of the carrying 
value oyer the purchase price of $3 million was transferred to contributed surplus. 

Utilization of the Company's committed credit operating facility of $480 million was lower during 2001 compared 
to the 2000 year, a reflection of improved inventory management and the convertible unsecured subordinated debenture 
and securitization financings completed in the year. 
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Under the syndicated bank loan agreement, the Company must comply with two financial ratios on a quarterly basis. 
The following table shows these financial ratios for HBC in 2001 which are significantly better than the required levels as 
indicated therein. 
Ratio 2001 Required 


Debt:Equity 0.9:1 


Earnings coverage on interest expense 


Foreign exchange and floating rate interest rate risks are managed by forward hedges, swaps and caps under guidelines estab- 
lished and reviewed periodically by the Board of Directors. At January 31, 2002, the Company had US$42 million of for- 
ward foreign exchange contracts and $150 million of interest rate swaps. 

The 2001 year-end total long-term debt comprised $782 million at fixed interest rates. The Company also has in 
place $150 million of interest rate swaps on floating rate debt that may be incurred in the future at an average rate of 5.8%. 
The effect of these interest rate swaps is that increases in interest rates above the average swapped rate would not have a sig- 
nificant impact on the Company’s interest expense. 

In April 2002, 7.0% equity subordinated debentures in the range of $196 million to $245 million, and $92 million 
of 6.25% series C debentures will mature. In February 2002, under the normal course issuer bid, the Company purchased 
$4 million of the equity subordinated debentures. The debentures will be paid in cash with the net proceeds of $194 million 
from the 7.5% convertible unsecured subordinated debentures forming part of the funding. 

The Company's debt is rated by Standard and Poor’s Canada (S&P) and by the Dominion Bond Rating Service 
(DBRS). On November 2, 2001, S&P and DBRS confirmed the outstanding ratings for the Company with the trend low- 
ered to negative. A summary of the Company’s ratings is provided in the following table: 


November 2, 2001 March 22, 2001 2000 
Ratings Outlook Ratings Outlook Ratings Outlook 
S&P: 
Unsecured debentures BBB- Negative BBB- Stable - _ 
Commercial paper A-3 Negative A-3 Stable ~ - 
DBRS: 
Unsecured debentures BBB (low) Negative BBB (low) Stable BBB Negative 
Commercial paper R-2 (mid) Negative R-2 (mid) Stable R-2 (high) Stable 


Capital Expenditures 


Capital expenditures, including software expenditures, were $182 million in 2001, $282 million in 2000 and $172 million 
in 1999. Of the 2001 capital expenditures, $70 million was incurred at the Bay, $62 million at Zellers and the majority of 
the remainder was invested in information systems. Capital expenditures, including software expenditures, are forecast to be 
about $165 million in 2002. Zellers plans to open two new stores, expand five stores, renovate one store and relocate four 
stores. The Bay expects to open up to 17 new Home Outfitters stores and renovate three existing stores. The Company will 
continue to invest in critical information systems such as the Retek merchandising system and Oracle's financial Enterprise 
Resource Planning (ERP) system. The Company’s long-term strategies for each of its major retail divisions are to add prof- 
itable stores that improve market penetration and accessibility to its customers, and to renovate, enlarge and upgrade exist- 
ing stores as required. The Company remains committed to continuing to expand in communities where there are suitable 
market opportunities and will close unprofitable or underperforming stores. 
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Retail Properties 


The number and aggregate gross areas in square feet of the Company’s retail stores and its distribution centres at the last 


three year-ends were as follows: 


Number Square Feet (thousands) 
2001 2000 1999 2001 2000 1999 
Retail stores 5511 542 535) 47,807 47,494 46,124 


Disuribution centre 5,694 3,580 


The Bay and Zellers’ operating review sections describe the properties in each business. The Company also owns a chain of 
106 small value-price general merchandise stores located in western Canada. In addition to those properties, the Company 
owns three distribution centres and The Simpson Tower, a 32-floor office building in Toronto. 


Total Taxes and Tariffs 


Over the last three years, the Company incurred taxes and tariffs totalling $356 million in 2001, $412 million in 2000 and 
$394 million in 1999. Of the $356 million incurred in 2001, 16.6% represented income taxes, compared to 27.4% in 2000 
and 24.4% in 1999. The largest component of taxes and tariffs were charges by municipalities across Canada for realty and 
business taxes. 


Risk Management 


Exposure to various risks is an integral part of carrying on business. The following table sets out major identified risk factors 
that are normal in the retail business and lists the principal external and internal Retail Risk Factors that directly influence 
these five elements. 


Retail Risk Factors 


Elements External Internal 

Sales and revenue Competitors Customer service 
Economy Marketing strategies 
Inflation Store openings and closings 
Weather Inventory in-stock 


Consumers’ changing 


tastes and values 


Gross profit rate Competitors Buying/pricing 
Consumer price sensitivity Control of inventories 
Sales blend 
Stock shortages 
Expense rate Inflation Advertising 
‘Taxes Occupancy costs 
Hydro and energy costs Payroll 
Financial Services earnings Bad debts Card marketing 
Card competition Service charge rates 
Government regulation 
Interest expense Credit rating Debt levels 
Interest rates Foreign exchange exposure 
Government policies Fixed/floating blend 


Short-/long-term blend 
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Competitive risk and the economy are the largest of the above risk factors. The Company monitors its market share and 
its place in the retail market, and adjusts strategy as appropriate. Typical adjustments might include re-locating stores, 
reviews of merchandise offerings or pricing, and changing marketing programs. While many competitors sell some of the 
same products as HBC, no single retail chain covers the wide range of DSTM commodities that are sold in the HBC fam- 
ily of stores. The Company has the option to change commodity allocation among store formats, and also within each 
store, in a relatively short time frame, as customer demand shifts, either nationally or in a particular market. 

No company can fully protect against unknown events in the economy. HBC sets budgeted inventory levels and pro- 
motional activity to be in accord with predicted Gross Domestic Product and consumer spending changes. Capital spend- 
ing can also be adjusted when retail sales growth changes. 

Financial Services earnings comprise a significant portion of overall HBC earnings. Bad debt expense and competi- 
tion from other types of cards are the largest risks faced by the division. HBC uses sophisticated software and behavioural 
scoring tables to manage bad debt risks. The Financial Services division meets card competition through in-store and other 
marketing programs, as well as by continuously improving the benefits available to cardholders. 

Capital management risk, which involves HBC’s access to capital markets and level of interest expense, is discussed 
under “Financing Activities.” The Company must deal with foreign exchange risk because a significant portion of mer- 
chandise purchases are paid for in U.S. dollars; accordingly, unforeseen shifts in exchange rates impact the gross margin on 
imported goods. HBC uses forward purchase contracts to reduce the impact of movements in the Canadian dollar. 

The Company has a number of integrated programs in place to mitigate the financial impact from property losses or 
third party liability claims; each year HBC reviews the level of risk that will be retained. These programs are secured by con- 
ventional insurance contracts. The total cost of risk management, including insurance premiums, fees, legal and self-retained 
losses, was approximately $15 million in 2001, $15 million in 2000 and $13 million in 1999. 


Recently Issued Accounting Standards 


For the 2002 fiscal year, two new standards issued by the Canadian Institute of Chartered Accountants (CICA) will be 
adopted by the Company. In September 2001, the CICA issued a new standard (Section 3062) for the recognition, measure- 
ment, presentation and disclosure of goodwill and other intangible assets. The CICA also approved a new standard (Section 
3870) on the recognition, measurement and disclosure of stock-based compensation and other stock-based payments made in 
exchange for goods and services. The standards are effective for fiscal years beginning on or after January 1, 2002. For year 
2002, under CICA Section 3062, goodwill must be tested for impairment on an annual basis. At January 31, 2002, 
goodwill of $160 million was determined not to be impaired. The Company will also no longer amortize its existing goodwill, 
resulting in lower annual amortization expense of $11 million. In addition, the Company does not anticipate a material 
effect on its year 2002 financial position or results of operations from implementing the new CICA Section 3870 on 
stock-based compensation. 


Forward Looking Statements 
A number of matters discussed in this Management’s Discussion and Analysis and elsewhere in the Annual Report that are 
not historical or current facts deal with potential future circumstances and developments. The discussion of such matters is 


qualified by the inherent risks and uncertainties surrounding future expectations generally, and also may materially differ 


from the Company’s actual future experience involving any one or more of such matters. 
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Management’s Statement on Financial Reporting 


The Management of Hudson’s Bay Company is responsible for the preparation, presentation and integrity of the consoli- 
dated financial statements contained on pages 31 to 33 of this annual report and of financial information, discussion and 
analysis consistent therewith, presented on other pages. The accounting principles which form the basis of the consolidated 
financial statements and the more significant accounting policies applied are described in note 1 on page 34. Where appro- 
priate and necessary, professional judgments and estimates have been made by Management in preparing the consolidated 
financial statements. 

In order to meet its responsibility, Management has established a code of business conduct and maintains accounting 
systems and related internal controls designed to provide reasonable assurance that assets are safeguarded and that transac- 
tions and events are properly recorded and reported. An integral part of these controls is the maintenance of programs of 
internal audit coordinated with the programs of the external auditors. 

Ultimate responsibility for financial reporting to shareholders rests with the Board of Directors. The Audit 
Committee of the Board, all members of which are outside and unrelated directors, meets quarterly with Management and 
with internal and external auditors to review audit results, internal accounting controls and accounting principles and pro- 
cedures. Internal and external auditors have unlimited access to the Audit Committee. The Audit Committee recommends 
to the Board the accounting firm to be named in the resolution to appoint auditors at each annual meeting of shareholders. 
The Audit Committee reviews the consolidated financial statements and the other contents of the Annual Report with 
Management and the external auditors and reports to the directors prior to their approval for publication. 

KPMG LLP, independent auditors appointed by the shareholders, express an opinion on the fair presentation of the 
consolidated financial statements. They meet regularly with both the Audit Committee and Management to discuss matters 
arising from their audit. The Auditors’ Report to the Shareholders is presented on this page. 


George Heller Michael Rousseau 
President and Chief Executive Officer Executive Vice-President and Chief Financial Officer 


Toronto, Canada 
March 7, 2002 


Auditors’ Report to the Shareholders 


We have audited the consolidated balance sheets of Hudson’s Bay Company as at January 31, 2002, and January 31, 2001, 
and the consolidated statements of earnings, retained earnings and cash flows for the years then ended. These financial state- 
ments are the responsibility of the Company's Management. Our responsibility is to express an opinion on these financial 
statements based on our audits. 

We conducted our audits in accordance with Canadian generally accepted auditing standards. Those standards 
require that we plan and perform an audit to obtain reasonable assurance whether the financial statements are free of mate- 
rial misstatement. An audit includes examining, on a test basis, evidence supporting the amounts and disclosures in the 
financial statements. An audit also includes assessing the accounting principles used and significant estimates made by 
Management, as well as evaluating the overall financial statement presentation. 

In our opinion, these consolidated financial statements present fairly, in all material respects, the financial position of 
the Company as at January 31, 2002, and January 31, 2001, and the results of its operations and its cash flows for the years 
then ended in accordance with Canadian generally accepted accounting principles. 


fag LF 
Cfo = 


KPMG LLP 
Chartered Accountants 


‘Toronto, Canada 
March 7, 2002 
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Consolidated Statements of Earnings 


Years ended January 31 (thousands of dollars) 


Notes 2002 2001 
Sales and revenue 
The Bay 2,667,262 | 2,702,998 
Zellers 4,693,027 | 4,606,743 
Other 85,524 90,231 
7;445,8134 o47,399;5972 
Earnings before interest expense and income taxes 
The Bay 65,740 161,653 
Zellers 134,035 157,129 
Other (14,260) (18,804) 
185,515 299,978 
Interest expense 16 (53,648) (61,558) 
Earnings before income taxes 131,867 238,420 
Income taxes 3 69117) (113,162) 
Net earnings L270 125,258 
Earnings per share — basic 17| $ 0.85 | $ 1.60 
Earnings per share — diluted 17| $ 0.84 | $ 1.46 
Consolidated Statements of Retained Earnings 
Years ended January 31 (thousands of dollars) Notes 2002 2001 
Retained earnings at beginning of year 633,712 544,809 
Net earnings 72,750 125,258 
Dividends and accretion — subordinated debentures 9 WEA easy) (10,508) 
Dividends — common shares (25,283) (25,847) 
Retained earnings at end of year 668,304 633,712 
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January 31 (thousands of dollars) Notes 2002 2001 
Current assets 
Cash in stores 73392 7,649 
Short-term deposits 5318350 86,142 
Credit card receivables 2 487,281 499,690 
Other accounts receivable 73,494 103,302 
Merchandise inventories 1,489,049 1,575,306 
Prepaid expenses and other current assets 157,149 100,150 
2,545,715 DOT LO! 
Secured receivables 4 11,838 18,415 
Fixed assets 5) 13292,519 ) 1,336,348 
Goodwill 160,436 180,069 
Pensions 6 334,641 290,535 
Other assets 7 189,049 178,444 
4,534,198 | 4,376,050 


EEE 


Current liabilities 


Short-term borrowings 8 24,188 22,000 
‘Trade accounts payable 391,808 496,354 
Other accounts payable and accrued expenses 576,335 584,114 
Long-term debt due within one year 8 92,620 125,703 
1,084,951 122851 7 
Long-term debt 8 688,939 674,575 
Employee future benefits other than pensions 6 83079 58,621 
Future income taxes 3 173,105 1115336 
Shareholders’ equity 
Subordinated debentures 9 400,507 201,466 
Capital stock 10) 141185995) | 145053796 
Contributed surplus 10 40,818 375793 
Retained earnings 668,304 6333712 
2,528,624 | 2,303,347 
4,534,198 | 4,376,050 


On behalf of the Board: 


Ae 


a wes FOLntcry ©. G. OG: 


Director 


ieee ee 


Peter W. Mills, Q.C. 


Director 
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Consolidated Statements of Cash Flows 


Years ended January 31 (thousands of dollars) 


Notes 2002 2001 
Operating activities 
Earnings before income taxes 131,867 238,420 
Net cash income taxes (43,397) (68,459) 
Items not affecting cash flows: 
Amortization 15 196,788 186,898 
Pension credits (12,940) (28,231) 
Net gain on sale of credit card receivables 2 (26,335) = 
Net change in operating working capital 3 (56,731) 138,505 
Net cash inflow from operating activities 189,252 467,133 
Investing activities 
Capital expenditures (143,770)| (241,498) 
Fixed asset dispositions 26;922 11,914 
Other assets (42,938) (40,474) 
Sale of credit card receivables 2 100,000 a 
Miscellaneous (13,588) 68 
Net cash outflow for investing activities (73,374) (269,990) 
Net cash inflow before financing activities 115,878 197,143 
Financing activities 
Long-term debt: 
Issued 760,000 605,119 
Redeemed (778,719)| (656,720) 
(18,719) (51,601) 
Increase (decrease) in short-term borrowings 2,188 (73597) 
Subordinated debentures issued 9 193,500 = 
Capital stock: 
Common shares issued iy pil) 1,202 
Common shares purchased for cash and cancelled (10,071) (54,950) 
Dividends paid — subordinated debentures 9 (14,000) (14,000) 
Dividends paid — common shares (25,283) (25,847) 
Net cash inflow from (outflow for) financing activities 129,330 (152,793) 
Increase in cash and cash equivalents 245,208 44,350 
Cash and cash equivalents at beginning of year 86,142 41,792 
55950 86,142 


Cash and cash equivalents at end of year 
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Notes to Consolidated Financial Statements 


Years ended January 31, 2002 and January 31, 2001 


Note 1. Accounting Principles and Policies 


These consolidated financial statements have been prepared by Management in accordance with accounting principles gen- 
erally accepted in Canada. The significant accounting policies are as follows: 


a) Fiscal Year 
The Company reports its year-end as January 31. Retail sales and related activities are reported on a retail calendar basis, 
ending on the nearest Saturday prior to January 31. Each of the years ended January 31, 2002, and 2001, contains 52 weeks. 


b) Foreign Currency Translation 
Foreign currency assets and liabilities, which primarily are components of debt and accounts payable, are translated into 
Canadian dollars at exchange rates in effect at the balance sheet dates. 

Foreign currency costs and earnings, mainly interest, are translated into Canadian dollars at exchange rates in effect 
at the time they are incurred or earned. 


c) Income Taxes 
Income taxes are determined using the asset and liability method of accounting. This method recognizes future tax assets 
and liabilities that arise from differences between the accounting basis of the Company’s assets and liabilities and their 
corresponding tax basis. Future taxes are measured using tax rates expected to apply when the asset is realized or the 


liability settled. 


d) Credit Card Receivables 
In accordance with accepted retail industry practice, credit card receivables, of which a portion will not become due within 
one year, are classified as current assets. They represent open-ended revolving credit card customer accounts and are shown 
after deducting an allowance for doubtful accounts. Reserves for estimated losses on receivables sold with limited recourse 
under securitization agreements are classified as other accounts payable. 

Effective July 1, 2001, the Company prospectively adopted the new recommendations issued by the Canadian 
Institute of Chartered Accountants under Accounting Guideline 12 “Transfer of Receivables.” Under the new policy, the 
Company must recognize gains or losses on transfer of receivables that qualify as sales and to recognize as assets certain finan- 
cial components that are retained as a result of such sales, which consist primarily of the retained interest in receivables sold 
and the retained rights to future interest income from the serviced assets. Retained interests are initially recorded at an allo- 
cated carrying amount, which is estimated based upon the present value of the expected future cash flows, calculated using 
Management's best estimates of key assumptions about account repayment rates, securitization interest expense rates, dis- 
count rates and other factors necessary to derive an estimate of fair value over the receivables’ expected life of 19 months. 
Subsequently, retained interests are evaluated for other than temporary impairments. The initial gain on sale of credit card 
receivables is reduced by the fair value of the service liability estimated to manage the securitized portfolio. 


e) Cash and Cash Equivalents 
Cash and cash equivalents consist of short-term deposits with maturities of less than three months. Cash in stores is consid- 
ered restricted, as it is required as a cash float for store operations. 


f) Merchandise Inventories 
Merchandise inventories are carried at the lower of cost and net realizable value less normal gross profit margins. The cost of 
inventories is determined principally on an average basis by the use of the retail inventory method. 


g) Fixed Assets 
Fixed assets are carried at cost. The costs of buildings (excluding the office tower noted below), equipment, equipment held 
under capital leases and leasehold improvements are amortized on the straight-line method over their estimated useful lives. 
The cost of property for sale or development is not amortized, since it represents either land or vacant properties. 

The amortization periods applicable to the various classes of fixed assets are as follows: 


Asset Amortization Periods 
Buildings 20-40 years 
Equipment 3-12% years 
Equipment held under capital leases 5-8 years 
Leasehold improvements 10-40 years 


Buildings acquired before February 1, 1995, are being amortized over the remainder of 50-year periods. Buildings include an 
office tower, the cost of which is being amortized on the sinking fund method at a rate of 3% over a 40-year period. ~ 
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h) Goodwill 


Goodwill comprises the unamortized balance of the excess of the cost to the Company over the fair value of its interest in the 
identifiable net assets of Zellers Inc., Towers Department Stores Inc. and Kmart Canada Co., at their respective dates of 
acquisition. These balances have been amortized on the straight-line method over periods of 40 years, 20 years and 20 years, 
respectively. 

Goodwill is regularly evaluated by reviewing the returns of the related business, taking into account the risk associ- 
ated with the investment. Any permanent impairment would be written off against earnings. 


i) Employee Future Benefits 
The Company maintains both defined contribution and defined benefit pension plans. The cost of defined benefit plans is 
actuarially determined using the projected benefit method prorated on services and Management's best estimate of expected 
investment performance, salary escalation and retirement ages of employees. For purposes of calculating the expected return 
on plan assets, those assets are recorded at fair market value. 

Employee future benefits other than pensions represent medical and dental care and life insurance commitments to 
certain employees and retirees of acquired companies, long- and short-term disability payments, severance and termination 
payments and compensated absences. The Company accrues its obligations under these plans net of any plan assets. 


j) Other Assets 
Other assets include systems development costs which are amortized on the straight-line method over periods of up to 
eight years. 


k) Stock-Based Compensation Plans 
The Company has six stock-based compensation plans, and these are described in note 11. Compensation expense is 
recorded under the two stock ownership plans, the share appreciation rights agreement and the phantom stock plan. No 
compensation expense has been recorded under the stock option plans. Amounts loaned to employees under the senior exec- 
utive share purchase plan and paid by employees on exercise of stock options are included in capital stock. 


1) Off Balance Sheet Financial Instruments 
To hedge its interest rate risks, the Company utilizes interest rate swaps, forward rate agreements and caps. Accrued interest 
receivable and payable under the interest rate swaps and forward rate agreements are included in other accounts receivable or 
other accounts payable. The up front fees paid under interest rate caps are amortized to interest expense on the straight-line 
method over the terms of the related contracts and the unamortized amounts are included in other assets. 


m) Use of Estimates 
The preparation of financial statements in conformity with generally accepted accounting principles requires Management 
to make estimates and assumptions that affect the reported amounts of assets and liabilities and disclosure of contingent 
assets and liabilities at the date of the financial statements and the reported amounts of revenues and expenses during the 


year. Actual results could differ from these estimates. 


n) Comparative Figures 
Where necessary, certain of last year’s figures have been reclassified to conform with this year’s presentation. Last years sales 


and revenue figures have been reclassified to reflect changes in generally accepted accounting principles for reporting licensed 


revenues. The reclassification had no impact on earnings. 
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Notes to Consolidated Financial Statements 


Note 2. Credit Card Receivables 


January 31 (thousands of dollars) 2002 2001 
Managed credit card portfolio 1,340,572 | 1,299,690 
Securitized receivables (900,000) (800,000) 
Retained interest in receivables sold 46,709 _ 
Net credit card receivables 487,281 499,690 
Managed allowance for doubtful accounts 29,906 30,718 


Over the last five years, the Company has sold with limited recourse, undivided co-ownership interests in $900 million of its 
credit card receivables to independent Trusts under its securitization program. Under the securitization program, the inde- 
pendent Trusts have acquired co-ownership interests in specified pools of receivables, while HBC and Zellers have retained 
the unsold interest in the pools. Under the co-ownership agreements, HBC and Zellers receive collections from the receiv- 
ables until the earlier of a scheduled liquidation commencement date and the occurrence of certain amortization events. The 
Company services these accounts and pays to the Trusts the portion of service charge revenues derived from the sold co-own- 
ership interests equal to the Trusts’ stipulated share thereof. 

Amortization events include covenant non-compliance by the Company (subject to applicable cure periods); 
Company insolvency events; a reduction in the aggregate amount of receivables below specified minimum amounts; rating 
reductions below specified minimums; or a failure of the receivables to meet certain minimum performance levels. 

The scheduled liquidation commencement dates for the existing $900 million of co-ownership interests are 
January 31, 2004 (as to $300 million), January 31, 2005 (as to $200 million) and March 31, 2006 (as to $400 million). At 
the time of liquidation or an amortization event for a co-ownership interest, a portion of the collections otherwise received 
by the Company will be remitted to the Trusts. The liquidation of co-ownership interests will take a period of time to be 
completed. In the meantime, the Company may arrange for replacement financings by selling additional co-ownership 
interests in the pool or by issuing debt or through other financings. 

The following table provides information on earnings derived from the financial services business including net gains 
on sale of receivables to the Trusts: 


January 31 (thousands of dollars) 2002 2001 
Profit on service charges and other revenue 185,345 179,330 
Securitization expense (37,102) (47,142) 
Net gain on sale of credit card receivables 26,335 = 
Net financial services earnings 174,578 132,188 
Managed net charge-off expense included above 68,583 60,902 


Net gain on sale of credit card receivables includes $12 million of amortization on $32 million of service liability initially 
recognized in the year ended January 31, 2002. The balance of the service liability at January 31, 2002, was $20 million. 
Cash proceeds from new transfers were $100 million and proceeds from collections were $1,038 million for the year ended 
January 31, 2002. 

The table below shows the key economic assumptions used in measuring the Company's right to interest income due 
on sold receivables, called an interest only strip, and securitization gains based on the current fair value of future cash flows. 
The table also displays the sensitivity to adverse changes in the following assumptions: 


Effects of Adverse Changes (in millions) 


Assumptions 10% 20% 


Yield (annual rate) 25.2% 5.8 Liv 
Average payment rate (monthly) 17.7% 0.2 0.5 
Net charge-off (annual rate) 5.4% 13 2.6 
Securitization expense rate 4.3% 0.2 ey 
Discount rate 14.5% 0.1 03 


Notes to Consolidated Financial Statements 


Note 3. Income Taxes 


The major components of income tax expense and the income tax rates for the years ended January 31, 2002, and 


January 31, 2001, are as follows: 


Years ended January 31 (thousands of dollars) 


2002 2001 
Current tax expense ID, 920 90,381 
Future income taxes 45,794 22,781 
Income tax expense eA Die me ey, 


Average statutory income tax rates 


43.4% 


A comparison of a nominal tax provision at these rates with the amounts shown in the Consolidated Statements of Earnings 


is as follows: 


Years ended January 31 (thousands of dollars) 


2002 2001 
Earnings before income taxes 131,867 238,420 
Nominal tax provision at average statutory income tax rates 54,593 103,474 
Change in income taxes resulting from: 
Large corporations tax 8,460 5,917 
Net capital gains and losses (193) 26 
Other (primarily non-deductible items) 5,330 | ise 
68,190 125,189 
Adjustments in future income tax balances (9,073) (12,027) 
Income tax expense See ls/ 113,162 
The components of future income tax balances are as follows: 
January 31 (thousands of dollars) 2002 2001 
Future income taxes — current: 
Deferred items 20525 33,318 
Tax losses carried forward 43,198 | B17 
63,721 41,835 
Valuation allowance (6,645) (7,648) 
57,076 34,187 
Future income taxes — non-current: 
Tax losses carried forward 18,142 74,632 
Deferred items 18,993 | 21,160 
yale) Dy Oe 
Valuation allowance (18,142) (29,199) 
Non-current future income tax assets 18,993 66,593 
Pensions (108,313)} (104,893) 
Accrued expenses (69,523) (61,703) 
Buildings and equipment (14,262)) (11,333) 
(173,105)} (111,336) 


Included in prepaid expenses and other current assets is the current portion of future income taxes amounting to 


$57,076,000 and $34,187,000 for the years ended January 31, 2002 and 2001, respectively. 
The Company has tax losses carried forward of $163 million. Of this total, $60 million is available until January 


2005, $51 million until January 2006, and $52 million until January 2009. 
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Notes to Consolidated Financial Statements 


Note 4. Secured Receivables 


January 31 (thousands of dollars) 2002 2001 
Mortgages eRe 7,316 
Employee share ownership plan loans 9,867 14,435 
Total secured receivables 13,238 21.75% 
Less amounts due within one year included in other accounts receivable (1,400) (3,336) 
11,838 18,415 


Maturities of secured receivables are summarized as follows: 


Years ending January 31 (thousands of dollars) 


2003 1,400 
2004 1,136 
2005 1,016 
2006 841 
2007 1,386 
Subsequent periods 7,459 
13,238 


The mortgages are secured by property and the employee share ownership plan loans are secured by shares of the Company. 
The average interest rate on secured receivables is 1.0% at January 31, 2002, and 0.8% at January 31, 2001. Under certain 
conditions, the amounts due may be received prior to maturity. 


Note 5. Fixed Assets 


2002 2001 

Accumulated Net Book Accumulated Net Book 

January 31 (thousands of dollars) Cost Amortization Value Cost. Amortization Value 
Land Di Nan) — Diels 0) D957 74 — 99,774 
Buildings 394,849 (160,750) 234,099 433,767 (195,027) 238,740 
Equipment 1,471,266 (823,688) 647,578 | 1,483,889 (817,206) 666,683 
Equipment held under capital leases 8,131 (6,643) 1,488 8,131 (6,066) 2,065 
Leasehold improvements 489,802 (183,267) 306,535 475,678 (159,549) 316,129 
Property for sale or development 5,689 - 5,689 125957. = 12,957 
2,466,867 (1,174,348) 1,292,519 2,514,196 (1,177,848) 1,336,348 
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Notes to Consolidated Financial Statements 


Note 6. Employee Future Benefits 


The Company has both defined benefit and defined contribution pension plans. Certain retired employees at acquired com- 
panies also receive health benefits paid for by the Company. Both the Company and employees contribute in equal amounts 
to the defined contribution plans. The defined benefit plans are funded by employee contributions as a percentage of salary 
and by the Company to support the actuarial based pension benefits. The defined pension benefits are based on an average 


of employees’ career earnings. 


Aggregate information about the Company plans is in the table below. The information provided does not encom- 
pass all benefit plans in the Company, but only those plans for which an actuarial liability exists. 


2002 2001 

Other Other 

Pension Benefit Pension Benefit 

January 31 (thousands of dollars) Plans Plans Plans Plans 

Plan assets 

Market value at beginning of year 139525979 14,182 | 1,300,343 13,285 
Actual return on plan assets 10,279 507 129,973 897 
Employer contributions 27,181 20,603 1,590 22270 
Associate contributions 18,516 - 16,266 - 
Benefits paid (64,225) (20,603) (64,523) (22,273) 
Settlement payment (2,241) ~ (27,670) - 
Market value at end of year 1,345,489 14,689 | 15359.979 14,182 


a 


Plan obligation 


Accrued benefit obligation at beginning of year 893,148 84,197 855,769 88,640 
Total current service cost 42,564 15,892 35,805 14,508 
Interest cost 53,487 55329 69,924 5,509 
Benefits paid (64,225) (20,603) (64,523) (22,273) 
Plan amendments 5,503 = = © 
Actuarial (gains) losses (9,307) 1,551 21,902 (2,187) 
Settlement of obligations (2,241) = (25,729) _ 
Accrued benefit obligation at end of year 918,929 86,366 893,148 84,197 
Plan surplus (deficit) 
End of year market value less accrued benefit obligation 426,560 (71,677) 462,831 (70,015) 
Unamortized net actuarial loss (gain) 44,633 (186) (14,786) (2,187) 
Unamortized past service cost 5,161 2,374 - 2,671 
Unamortized transitional asset (141,713) _ (157,510) = 
Accrued benefit asset (liability) 334,641 (69,489) 290,535 (69,531) 
Benefit Plan Expense 2002 2001 

Other Other 

Pension Benefit Pension Benefit 

Years ended January 31 (thousands of dollars) Plans Plans Plans Plans 
Company current service cost 24,048 15,892 19,539 14,508 
Interest cost 53,487 5929. 69,924 5,509 
Market rate return on plan assets (79,006) (958) (93,285) (897) 
Amortization of past service cost 342 297 - - 
Amortization of transitional asset (15,796) = (16,141) ~ 
Settlement gain = = (8,268) at 
Net (income) expense (16,925) 20,560 (28,231) 19,120 

Actuarial Assumptions 2002 2001 

Other Other 

Pension Benefit Pension Benefit 

Years ended January 31 Plans Plans Plans Plans 
Discount rate 6.71% 5.94% 6.5% 6.36% 
Expected long-term rate of return on plan assets 7% 6.75% 7% 6.75% 
4% 4% 4% 4% 


Rate of compensation increase 
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Notes to Consolidated Financial Statements 


Note 7. Other Assets 


January 31 (thousands of dollars) 2002 2001 
Systems development costs 107,459 89,986 
Investments 41,658 452) 
Deferred and prepaid rent 30,626 36,960 
Debt discount and expense 93092 35570) 
Other 3,614 2,203 


189,049 


178,444 


Note 8. Debt 

January 31 (thousands of dollars) 2002 2001 

Short-term deposits 17527) (86,142) 
Short-term borrowings 24,188 22,000 

Net short-term deposits (293,339) (64,142) 
Portfolio investments (30,798) (42,554) 
Long-term debt due within one year 92,620 1255708 

Long-term debt 688,939 674,575 

Net debt 457,422 693,582 


At January 31, 2002, the short-term borrowings comprised bank indebtedness, while at January 31, 2001, short-term bor- 


rowings principally comprised notes payable at an average interest rate of 5.9%. 
Long-term debt comprises the following: 


January 31 (thousands of dollars) 2002 2001 
Secured: 
14% mortgage due 2009 4,257 4,547 
Capital lease obligations at an average rate of 7.0% and maturing in 2002 and 2003 324 To) 
4,581 5,278 
Unsecured: 
7.95% debentures series B due June 12, 2001 = 125,000 
6.25% debentures series C due April 1, 2002 O978 125,000 
6.25% debentures series D due March 14, 2003 150,000 150,000 
6.35% debentures series E due December 1, 2003 150,000 150,000 
7.10% debentures series F due May 13, 2004 125,000 125,000 
7.38% medium term notes due August 3, 2005 100,000 = 
7.40% debentures series G due April 5, 2006 160,000 = 
Floating rate debt: 
Syndicated credit facility due August 20, 2003 = 120,000 
Total unsecured 776,978 795,000 
Teisy9) 800,278 
Less amounts due within one year (92,620)} (125,703) 


688,939 674,575 
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Notes to Consolidated Financial Statements 


The Company has in place a number of interest rate swap agreements at 5.8% on $150 million of floating rate debt that 
may be incurred in the future. Under these agreements the Company agrees with a counterparty to exchange, at specified 
intervals and for a specified period, its foating interest for fixed interest calculated on an agreed upon notional principal 
amount. The use of swaps effectively enables the Company to convert floating rate interest obligations into fixed rate 
obligations. 

All of these agreements have been made with Canadian chartered banks. 

Most of the long-term debt issues are subject to cancellation or redemption at the option of the Company at various 
times or under certain conditions. In addition, a portion of proceeds from any new financing or securitization of accounts 
receivable is to be used to pay down floating rate debt which may be outstanding at various times. 

Maturities of long-term debt are summarized as follows: 


Years ending January 31 (thousands of dollars) 


2003 92,620 
2004 300,396 
2005 125,436 
2006 100,499 
2007 160,572 
Subsequent periods 2,036 

7815559 
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Note 9. Subordinated Debentures 


On November 26, 2001, the Company received $200,000,000, before deducting $6,500,000 in issue costs, on the issuance 
of 7.5% convertible unsecured subordinated debentures (“convertible debentures”) maturing on December 1, 2008. 
The Company also received on April 6, 1999, $200,000,000, before deducting $6,000,000 in issue costs, on the issuance of 
7.0% equity subordinated debentures maturing on April 1, 2002. The equity subordinated debentures are convertible on 
maturity, at the option of the holder, into the conversion number of common shares of the Company. The 7.5% convertible 
debentures are convertible at the option of the holder at any time prior to the maturity date. The conversion entitlement 
allows holders to participate in the potential appreciation of the Company’s common share price during the term of the 
debentures. The 7.5% convertible debentures are convertible at a conversion price of $17.38 per common share being a rate 
of 57.54 common shares for each $1,000 principal amount of debentures. The 7.0% equity subordinated debenture holders 
can participate up to a maximum of $18.20 per share based on a reference price of $14.55, being a maximum of $1,251 per 
$1,000 principal amount of debentures. 

The Company has the option, in lieu of delivering common shares upon conversion of the debentures, to pay the 
conversion value in cash. The 7.5% convertible debentures may not be redeemed prior to December 1, 2005. Thereafter, 
and on or before December 1, 2006, the debentures may be redeemed by the Company according to a pre-defined formula. 
Subsequent to December 1, 2006, the Company may redeem the debentures at any time to maturity. The Company also has 
the right to deliver common shares to satisfy interest payments on the debentures. The debentures have been classified as 
equity under Shareholders’ Equity in the Consolidated Balance Sheets. 

The value of the conversion option for the equity subordinated debentures and for the convertible debentures have 
been estimated to be $8,000,000 and $20,000,000, respectively. The amounts are being accreted for the equity subordinated 
debentures and for the convertible debentures over a 36-month period and an 84-month period, respectively, until maturity 
as a charge against retained earnings. 

The net charges to retained earnings are as follows: 


Years ended January 31 (thousands of dollars) 2002_ 2001 
Dividends accrued 16,754 14,000 
Conversion options accreted 3,191 2,667 
Income taxes deductible on dividends (7,070) (6,159) 
Net charge to retained earnings 12,875 10,508 
Dividends paid 14,000 14,000 
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Notes to Consolidated Financial Statements 


Note 10. Capital Stock 


The authorized classes of shares of the Company consist of unlimited numbers of preferred shares and common shares, all 


without nominal or par value. 


There are no outstanding preferred shares. The changes in common shares issued and outstanding during the years 


ended January 31, 2002, and January 31, 2001, are as follows: 


Number Thousands 
of Shares of Dollars 
Issued and outstanding at January 31, 2000 74,041,126 1,500,668 
Issued: 
Under dividend reinvestment plan 60,795 930 
Under stock option plans 16,475 272 
Purchased for cash and cancelled (3,527,600) (54,950) 
Excess of carrying value of shares purchased over purchase 
price transferred to contributed surplus - (16,544) 
Issued and outstanding at January 31, 2001 70,590,796 1,430,376 
Issued: 
Under dividend reinvestment plan 34,729 566 
Under stock option plans Flj3ID 1,149 
Purchased for cash and cancelled (646,400) (10,071) 
Excess of carrying value of shares purchased over purchase 
price transferred to contributed surplus ~ (3,025) 
Issued and outstanding at January 31, 2002 70,050,500 1,418,995 
Weighted average number of common shares outstanding during each of the years ended January 31 are as follows: 
2002 705229925 
2001 71;902,756 
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Notes to Consolidated Financial Statements 


Note 11. Stock-Based Compensation Plans 


The Company has six stock-based compensation plans: two stock option plans, two stock ownership plans, a share appreci- 
ation rights agreement and a phantom stock plan. 


a) Stock Option Plans 
Under these plans, outstanding options to purchase common shares are at exercise prices equal to the fair market value per 
share on the dates on which the options were granted. A percentage of the options become exercisable each year and any 
unexercised options expire at the latest on the 10" anniversary of the date of grant. At January 31, 2002, 5,592,038 common 
shares are reserved for issuance under these plans. 

The changes in outstanding stock options for the years ended January 31, 2002, and January 31, 2001, are as follows: 


2002 2001 

Weighted Weighted 
Number Average Number Average 
Years ended January 31 of Options Price of Options Price 
Outstanding options at beginning of year 4,603,437 $ 22.49] 4,042,994 $ 24.09 
Granted 1,019,200 16.66 1,025,900 17.96 
Exercised F13375) 16.09 (16475) 16.50 
Cancelled or expired (761,675) 27.85 (448,982) 26.72 
Outstanding options at end of year 4,789,587 $ 20.50) 4,603,437 $22.49 

Reserved for future grant at year-end 802,451 1,059,976 
Exercisable Di 24s Ol Qi ® Alm 25:54AM 2 257537 on 25:91 


The options outstanding at January 31, 2002, range in exercise price from $12.70 to $36.63. Of these exercisable options, 
9,975 had an issue price lower than the closing price of $15.00 at January 31, 2002, and consequently were “in the money” 
as of that date. The table below summarizes the distribution of these options within meaningful ranges and the remaining 
contractual life. 


Options Outstanding Options Exercisable 
Weighted 

Average Weighted Weighted 
Number Remaining Average Number Average 
of Options Contractual Exercise of Options Exercise 
Range of Exercise Prices Outstanding Life in Years Price Exercisable Price 
$12.70 to $15.00 45,875 8:67 Se) 13.65 9,975 $ 13.68 
$15.01 to $20.00 3,267,668 VS) 16.71 1,067,293 16.45 
$20.01 to $25.00 198,150 43 20.90 773025 DOING 
$25.01 to $30.00 576,819 4,7 27.43 552,119 iM fe 
$30.01 to $36.63 701,075 4.0 32.80 618,200 32.84 
$12.70 to $36.63 4,789,587 6.8 JS (20:50, 92,324,612" $, . 235A 
cee ee ec a a ee eS a ee ee a 


b) Employee Share Ownership Plan 
Under this plan, the Company contributes $1 for each $6 contributed by employees to acquire common shares. If earnings 
per share increase over prescribed targets, the Company contribution may increase to a maximum of $1 for each $1 con- 
tributed. Employee and Company contributions are used to purchase common shares in the open market. The Company 
contribution is included as an expense in the Consolidated Statements of Earnings and amounted to $585,000 in the year 


ended January 31, 2002, and $673,000 in the year ended January 31, 2001. 


Notes to Consolidated Financial Statements 


c) Senior Executive Share Purchase Plan 
Under this plan, certain employees were eligible to apply for a loan to purchase common shares at market value provided 
that the aggregate amount of all loans outstanding under the plan did not exceed that employee's current annual salary. Loan 
offers under this plan have been suspended since December 1998. Loans are repayable in monthly installments over a max- 
imum term of 10 years and are included in secured receivables in the Consolidated Balance Sheets (see note 4). The 
Company pays a bonus in respect of each loan two years after the granting thereof, to be applied to the repayment of the 
loan. The bonus is an amount which, after adjusting for income taxes in respect of the bonus, is equal to the greater of (1) 
10% of the original amount of the loan and (2) the excess, if any, of the original principal amount of the loan over the mar- 
ket value on the bonus date of the shares purchased with the proceeds of the loan. For the year ended January 31, 2002, no 
bonuses were paid or accrued under this plan, resulting in no expenses being included in the Consolidated Statements of 
Earnings. The amount included as expense in the Consolidated Statements of Earnings for the year ended January 31, 2001, 
was $14,073,000. This amount related to the unamortized bonus at January 31, 2001, and the bonus accrued in the year. 


d) Share Appreciation Rights Agreement 
Under this agreement, the Governor of the Board was granted 62,500 units at an issue price of $28.80 per unit. Of these 
units, 25% are currently exercisable, 25% are exercisable in 2004 and the remainder on the retirement of the Governor. 
Amounts payable are based upon the excess of the market value of the Company's common shares at the exercise date 
over the issue price of $28.80. As of January 31, 2002, there is no liability under this agreement, since the market price of 
the Company's common shares is below $28.80. 


e) Phantom Stock Plan 
Under this plan, Directors of the Company receive their annual retainers in the form of units in the plan, and the Company 
records a liability. The number of units issued is based upon the market value of the Company's common shares at each allo- 
cation date during the year. After retirement, Directors receive a cash payment equal to the market value of their accumu- 
lated phantom stock units. The number of units issued each year, multiplied by the market value of common shares at the 
Company’s year-end, is recorded as an expense by the Company; the amounts included in the Consolidated Statements of 
Earnings were $69,000 in the year ended January 31, 2002, and $476,000 in the year ended January 31, 2001. 


Details of common shares issued under the stock option plans during the years ended January 31, 2002, and 
January 31, 2001, are shown in note 10. 
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Note 12. Financial Instruments 


a) Fair Values of Financial Instruments 
The Company has estimated the fair values of its financial instruments as of January 31, 2002, and January 31, 2001, using 
quoted market values where available and other relevant information. These estimates are not necessarily indicative of the 


amounts the Company might pay or receive in actual market transactions and do not include other transaction costs and 
income taxes. 


2002 2001 

January 31 (thousands of dollars) Book Value Fair Value Book Value Fair Value 
Financial assets 

Portfolio investments 38,287 39,126 42,554 42,889 
Financial liabilities 

Fixed rate long-term debt (781,559) — (701,952)| (680,278) (682,371) 
Off balance sheet financial instruments 

Interest rate swaps in a net payable position - (6,266) - (2,116) 


The above table does not include cash, short-term deposits, credit card receivables, other accounts receivable, short-term 
borrowings, foreign exchange contracts, forward rate agreements, trade accounts payable, other accounts payable and 
income taxes payable because, due to the immediate or short-term maturity of these financial instruments, their book values 
approximate fair values. The table also excludes secured receivables and floating rate long-term debt since their book values 
approximate fair values. 

The fair values shown in the above table, which are estimated as at January 31, 2002, and January 31, 2001, change 
daily as they approach maturity and as interest rates increase or decrease. 

These fair values are estimated as follows: 
Portfolio investments — based upon quoted market prices 
Fixed rate long-term debt — based upon discounted future cash flows using discount rates that reflect current market condi- 
tions for instruments having similar terms and conditions 
Interest rate swaps in a net payable or receivable position — based upon estimated net cost of terminating the agreements. 


b) Off Balance Sheet Financial Instruments 
The Company enters into various interest rate swap and cap agreements with counterparties to manage its exposure to inter- 
est rate risks. The Company believes that its exposure to credit and market risks for these financial instruments is negligible. 
Notional principal amounts on outstanding interest rate contracts are as follows: 


January 31 (thousands of dollars) 2002 2001 
Interest rate swaps 150,000 150,000 
Interest rate caps ~ 70,000 


Credit exposure represents the fair value of contracts with a positive fair value. If a counterparty were to fail to meet the 
terms of a swap or cap agreement, the Company's exposure would be limited to the net amount that otherwise would have 
been received over the remaining life of the agreement. The notional principal amounts shown in the above table are those 
on which interest amounts to be exchanged under the contracts are based. The Company enters into these contracts to lower 
interest rate exposures. 

The following table indicates the average interest rates on interest rate swaps: 


Years ended January 31 2002 2001 
Pay-fixed swaps 
Average pay rate 5.80% 6.12% 
Average receive rate 4.23% 5.70% 


In addition to interest rate agreements, the Company enters into forward foreign exchange contracts to lock in prices in 
Canadian dollars for future contracted purchases of merchandise from foreign suppliers. At January 31, 2002, there were 


US$42 million of outstanding foreign exchange contracts bought forward. 
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Note 13. Net Change in Operating Working Capital 


The net change in operating working capital appearing in the operating activities section of the Consolidated Statements of 
Cash Flows comprises the following: 


Years ended January 31 (thousands of dollars) 2002 2001 
Decrease (increase) in: 
Cash in stores 257 831 
Credit card receivables (40,882) (15,750) 
Other accounts receivable 29,808 24,220 
Merchandise inventories 86,257 23,389 
Prepaid expenses and other current assets 3,034 (5,205) 
Increase (decrease) in: 
Trade accounts payable (104,546) 111,550 
Other accounts payable and accrued expenses (30,659) (530) 


(56,731) 138,505 


Note 14. Leases 


a) As Lessee 
The Company conducts a substantial part of its operations from leased stores in shopping centres. All shopping centre leases 
have been accounted for as operating leases. 

Rental expenses related to operating leases charged to earnings in the years ended January 31, 2002, and January 31, 
2001, were $243,000,000 and $216,000,000, respectively. 

The future minimum rental payments required under leases having initial or remaining lease terms in excess of one 
year are summarized as follows: 


Years ending January 31 (thousands of dollars) OpestneLescs  Capmlleaes 
2003 PBA) Fe) 6 320 
2004 220,943 18 
2005 209,620 
2006 200,536 
2007 IS fz 
Subsequent periods 1,230,159 

| 2,276,505 338 


In addition to these rental payments (and, in a few cases, relatively minor contingent rentals), the leases generally provide for 
the payment by the Company of real estate taxes and other related expenses. 


b) As Lessor 
Fixed assets in the Consolidated Balance Sheets at January 31, 2002, and January 31, 2001, include an office tower with a 
cost of $22,100,000 at January 31, 2002, and January 31, 2001, and related accumulated amortization of $10,724,000 and 
$10,250,000, respectively. Revenue for the years ended January 31, 2002, and January 31, 2001, include third party rental 
revenue arising from this property of $5,400,000 and $6,500,000, respectively. 
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Note 15. Amortization 


Years ended January 31 (thousands of dollars) 


2002 2001 
Deducted in arriving at earnings before interest expense 
and income taxes: 
Fixed assets 160,336 149,304 
Systems development costs 11,961 17,873 
Goodwill TOO a 10,977 
Other 11,480 6,723 
194,754 184,877 
Included in interest expense: 
Debt discount and expense 2,034 2,021 
196,788 186,898 
Note 16. Interest Expense 
Years ended January 31 (thousands of dollars) 2002 2001 
Interest expense on long-term debt 66,630 68,379 
Interest income (1 823)| (6,267) 
54,807 G25 
Less amounts capitalized (1,159) (554) 
53,648 | 61,558 


Interest paid in cash amounted to $54,100,000 in the year ended January 31, 2002, and $62,500,000 in the year ended 


January 31, 2001. 
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Note 17. Earnings per Share 


For 2001 the Company adopted the new Canadian Institute of Chartered Accountants accounting standard under 
Section 3500, Earnings per Share, retroactively with restatement of the prior period. Under the new standard, diluted earn- 
ings per share are computed using the treasury stock method instead of the imputed earnings approach. Basic earnings per 
share were not impacted by the change. 

Basic earnings per share are determined after deducting dividends paid and accrued, net of income taxes and accretion 
of the conversion options, on the equity subordinated debentures and 7.5% convertible unsecured subordinated debentures. 
Earnings per share are based on the weighted average number of common shares outstanding during the year (see note 10). 

Diluted earnings per share are determined based on the weighted average number of common shares outstanding as 
recalculated under the assumption that outstanding stock options are exercised or the subordinated debentures are converted. 

Diluted earnings per share are calculated only for those stock options, both vested and unvested, that have option 
prices below the average market price in the reporting period. The number of common shares converted on the equity sub- 
ordinated debentures is calculated assuming conversion takes place at January 31, 2001, at the then current market price (as 
defined by the prospectus). The potential common shares that can arise from the conversion of the convertible unsecured 
subordinated debentures are included in the calculation from the date of issuance of November 26, 2001, and are thus 
weighted for the period that they were outstanding during the year. 

The following table reconciles the numerators and the denominators of the basic and diluted earnings per share 
computation: 


January 31 (thousands of dollars) 2002 2001 


Diluted earnings per share calculation: 


Numerator for basic earnings per share 59,875} 114,750 
Equity subordinated debenture dividends and accretion | 10,767 | 10,508 
Numerator for diluted earnings per share | 70,642| 125,258 
Weighted average common shares 70,229,723 | 71,902,756 
Effect of dilutive options outstanding 53,089 | 28,556 
Effect of converting equity subordinated debentures | 13,745,700 | 13,745,700 
Denominator for diluted earnings per share 84,028,514 | 85,677,012 


Diluted earnings per share | $ 0.84 / S 1.46 


If the new accounting standard was not adopted, the diluted earnings per share would have been $0.84 for the year ended 
January 31, 2002, and $1.47 for the year ended January 31, 2001. 
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Note 18. Segmented Information 


The Company has three reportable operating segments: the Bay, Zellers and Financial Services. The Bay operates traditional 
department stores and Zellers operates discount department stores. The Company’s Financial Services group finances credit 
card receivables resulting from sales charged on the Hudson’s Bay Company credit card at the Bay and Zellers and provides 
credit card insurance. Revenues and profits of Financial Services are included in the results of the Bay and Zellers. 
Segmented information as at and for the years ended January 31, 2002, and January 31, 2001, is as follows: 


2002 


(thousands of dollars) The Bay Zellers Financial Services All Other Eliminations Toral 
Earnings 
Sales and revenue 2,667,262 4,693,027 327,987 85,524 (327,987) 7,445,813 
EBIT' 65,740 134,035 174,578 (14,260) (174,578) 185,515 
Amortization 68,173 90,378 2579) 38,237 23579) 196,788 
Capital expenditures 62,448 56,627 308 24,695 (308) 143,770 
Net assets 
Credit card receivables 245,233 242,048 487,281 (487,281) 487,281 
Inventories 20 279 942,097 26,673 1,489,049 
Other current assets * 17,463 80,958 2,607 F938 180,959 
Fixed assets 471,804 593,344 2;379 224,992 1,292,519 
Other assets, net* 223,566 197,169 9,204 190,471 620,410 
1,478,345 2,055,616 501,471 522,067 (487,281) 4,070,218 

Current liabilities * (309,360) (494,657) (9,552) (154,574) (968,143) 
Net assets 1,168,985 ESTES SYS, 491,919 367,493 (487,281) 3,102,075 

1 Earnings before interest expense and income taxes 

2 Excluding short-term deposits and current portion of future income taxes 

3 Excluding portfolio investments 

4 Excluding short-term borrowings and long-term debt due within one year 

2001 
(thousands of dollars) The Bay Zellers Financial Services All Other Eliminations Total 
Earnings 
Sales and revenue 2,702,998 4,606,743 295,090 90,231 (295,090) 7,399,972 
EBIT’ 161,653 175129 132,188 (18,804) (132,188) 299,978 
Amortization 64,993 88,280 DI oye) 33,625 (2,733) 186,898 
Capital expenditures 83,589 lS 27, 44] 44,382 (441) 241,498 
Net assets 
Credit card receivables 258,830 240,860 499,689 (499,689) 499,690 
Inventories 543,467 1,005,377 26,462 1,575,306 
Other current assets” 36,230 85,431 7,650 47,603 176,914 
Fixed assets 477,918 615,216 3,249 239,965 1,336,348 
Other assets, net * 215,850 218,975 10,283 121,180 566,288 
15325295 2,165,859 520,871 435,210 (499,689) 4,154,546 

Current liabilities * (325,360) (530,324) (9,496) (215,288) (1,080,468) 
Net assets 1,206,935 1,635,535 511,375 219,922 (499,689) 3,074,078 


1 Earnings before interest expense and income taxes 

2 Excluding short-term deposits and current portion of future income taxes 
3 Excluding portfolio investments 

4 Excluding short-term borrowings and long-term debt due within one year 


Note 19. Contingencies 


As of January 31, 2002, there are a number of claims against the Company in varying amounts and for which provisions 
have been made in these consolidated financial statements as appropriate. It is not possible to determine the amounts that 
may ultimately be assessed against the Company with respect to these claims but Management believes that any such 
amounts would not have a material impact on the business or financial position of the Company. 
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Five-Year Financial Summary 


(For the purpose of comparability, unusual items and related taxes have been eliminated and certain other figures have been restated or reclassified) 


Years ended January 31 2002 2001 2000 1999 1998 
Number of weeks | 52 sy 52 52 52 
Operations (millions of dollars) 

Total sales and revenue 7,446 7,400 7,194 6,974 6,345 
The Bay 2,667 2,703 2,521 2,410 2,454 
Zellers 4,693 4,607 4,569 4,472 3,786 

EBITDA for the Company 382 487 454 356 333 

EBIT — The Bay 66 162 128 52 127, 

EBIT — Zellers 134 Sy 150 134 72 

EBIT for the Company 186 300 271 187 200 

Interest expense (54) (62) (79) (97) (88) 

Income taxes (59) (113) (96) (49) (60) 

Net earnings #3 125 96 4] 52 

Cash from operating activities 189 467 450 157 (100) 

Capital expenditures (144) (241) (156) (293) (230) 

Financial position (millions of dollars) 

Credit receivables 487 500 484 719 645 

Inventories 1,489 L575 1599 1,656 1,417 

Total assets 4,534 4,376 4,274 4,676 3,880 

Working capital 1,205 iyi 1,319 1,746 Fees. 

Debt 457 694 794 525 1,240 

Shareholders’ equity 22529) 2303 2,266 2,015 1,665 

Financial ratios 

Return on average shareholders’ equity (%) 2.8 55 4.3 yh, 3.0 

Interest coverage 3u5) 4.9 3.4 1.9 25 

Debt:equity 02:1 0.3:1 0.4:1 0.8:1 0.7:1 

Pre-tax margin (%) 1.8 3) 26 13 By 

Share data 

Common shares outstanding (millions): 

Year-end 70.1 70.6 74.0 74.6 62.1 
Weighted average 702 719 74.6 72.2 61.2 

Range in common share price (high/low) 20-13 19-13 24-14 35-16 38-24 

Price:earnings ratio (year-end) 17.6 10.4 L250 27.6 30.3 

Price:book ratio (year-end) 0.5 0.6 0.5 0.6 1.0 

Per common share (dollars) 

EBITDA 5.44 Gi, 6.08 OK) 5.44 

Net earnings : 

Basic 0.85 1.60 ay Oni 0.85 
Diluted 0.84 1.46 1.11 O57 0.84 

Cash flow from operations 2.69 6.50 6.03 2.18 (1.63) 

Shareholders’ equity 30.38 29.78 21 27.01 26.82 

Dividends 0.36 0.36 0.36 0.72 0.72 

Statistics 

Gross leasable area (thousands of square feet) 

The Bay 18,000 Lie D> 17,063 17,028 16,754 
Zellers 28,996 29,165 28,287 28,284 23,785 

Comparable store sales increase (%) 

The Bay (4.8) 5.6 AF (1.5) 6.1 
Zellers j eae 0.4 2.9 Sh 35 

Sales per selling square foot 
The Bay 180 188 177 171 173 
Zellers 201 199 197 196 196 

Average number of associates JA7 SU 71,700 69,700 71,700 61,500 

Canadian economy (% change) i) 
Department store sales (DSS) 7.9 2.0 6.3 6.0 10.3 


Department store type merchandise sales (DSTM) 4.1 aid 5.6 5.8 ce 
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Introduction 


The Board of Directors and Management of Hudson’s Bay Company are of the opinion that sound corporate governance 
practices are essential to the well-being of the Company. The Board is committed to maintaining high standards of corpo- 
rate governance and reviews these practices on a regular basis with respect to their appropriateness. The Company’s corpo- 
rate governance practices, as summarized in this statement, are within the guidelines for effective corporate governance as 


clarified by the Toronto Stock Exchange. 


Mandate of the Board of Directors 


The mandate of the Board of Directors of the Company is to supervise the management of the business and affairs of the 
Company and act in the best interests of the Company. In fulfilling this mandate, the duties and objectives of the Board are to: 


* approve long-term objectives and major Company policies and strategies; 

* appoint and compensate senior Management, plan for their succession and approve their incentive plans; 

* appoint Board Committees and plan for Board succession; 

* approve capital and operating budgets, financing plans and other financial matters, including a quarterly review of opera- 
tions and measurement of progress against budgets; 

* approve capital expenditures and asset dispositions in excess of delegated authority; 

* approve discontinuance of any significant part of the business and entry into new business ventures; and 

* resolve any other matters involving unusual risk or which as a matter of common sense should be referred to the Board. 


The Board meets regularly each quarter and, in addition, meets at the call of the Governor, the non-executive Chairman of 
the Board, when matters of Board significance require attention between regularly scheduled meetings. During the 2001 fis- 
cal year, the Board met eight times. 


Toronto Stock Exchange Corporate Governance Guidelines 


The Company's approach to corporate governance is substantially in compliance with the Toronto Stock Exchange 
Corporate Governance Guidelines. The following specifically addresses the Company's corporate governance practices as 


they relate to each of the Guidelines. 


(1) Stewardship of the Company 
The Board of Directors of the Company has assumed the responsibility for the stewardship of the Company with responsi- 


bility for the following matters: 


(a) Adoption of a Strategic Planning Process 
The Board approves all long-term objectives and major Company policies and strategies. Management ts required to submit 
to the Board a detailed strategic plan annually. The Board also receives reports updating strategic planning at the regular 


quarterly Board meetings. 
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(b) Identification of the Principal Risks and Implementation of Systems to Manage Risks 
As part of the strategic planning process and the annual budget approval, the Board considers the principal risks of the 
Company’s business as identified by Management. The Audit Committee also receives updates at regular quarterly meetings 
concerning risks to the business and recommends to the Board and Management systems necessary to address these risks. 


(c) Succession Planning 
The Human Resources Committee is responsible for reviewing the Company’s organizational structure on a regular basis, at 
least yearly, monitoring succession planning for Senior Management and, when necessary, making recommendations to the 
Board concerning potential candidates, available both internally and externally, to fill Senior Executive positions within 
Management. Training of Senior Executives is completed and updated by Human Resource Training Programs made avail- 
able as part of a Company education process and Senior Management performance is monitored on a regular basis. 


(d) Communications Policy 
Communications of major significance to the Company are reviewed by the Board or a Board Committee prior to release. 
Shareholder inquiries are promptly responded to by the Company. Responsibility for communications with other stake- 
holders, including suppliers, customers, media or the public, is delegated to the Corporate Communications Department 
who, together with those officers of the Company directly involved, create and publish timely responses. 


(e) Integrity of Internal Control and Management Information Systems 
The Audit Committee is responsible for reviewing the scope of the internal audits to be performed each year by the 
Company’s Internal Audit function. The Internal Audit function examines all of the Company’s systems and control proce- 
dures to determine their adequacy. The Audit Committee also reviews the annual report of the Internal Audit function and 
reports on this to the Board. 

The Audit Committee also reviews the scope of the audit to be performed by the External Auditors, receives the yearly 
report of the External Auditors and Management's response to that report, and presents the report and response to the Board. 
This Committee meets privately with the External Auditors at each meeting to review audit concerns and recommendations. 

The Audit Committee also reviews Management’s statement on financial reporting each year including all annual 
and quarterly financial statements and recommends these to the Board. This Committee reviews the quarterly Health and 
Safety, Risk Management, Product Liability and Environmental Reports and recommends these reports to the Board. 
Finally, the Audit Committee reviews the organizational structure, programs, systems, policies and procedures as they relate 
to accounting and reports to the Board. 


(2) Composition of the Board — Unrelated and Related Directors 
The Guidelines recommend that a majority of the Directors of a listed company be “unrelated.” For purposes of the 
Guidelines, an “unrelated Director” is a Director who is independent of Management and is free from any interest and any 
business or other relationship which could, or could reasonably be perceived to, materially interfere with the Director's 
ability to act with a view to the best interests of the corporation, other than interests and relationships arising from share- 
holding. The Board is currently comprised of 11 Directors. Based on a vigorous application of the definition in the 
Guidelines the Board is of the opinion that 10 of the current Directors are unrelated. 
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(3) Identification of Unrelated and Related Directors 
George J. Heller, the President and Chief Executive Officer is a related Director. 

L. Yves Fortier, the Governor of the Company, serves as the non-executive Chairman of the Board. By virtue of his 
position as Chairman he is an officer of the Company. The Governor is not, however, involved in the day-to-day manage- 
ment of the Company and is therefore not in a position of conflicting interests. For that reason he is not considered related. 

None of the remaining Directors is related. 


(4) Nominations to the Board and Continuing Assessment of Directors 
The Corporate Governance Committee performs the function of a nominating committee and proposes candidates as new 
Directors to the Board. In this capacity, the Committee, which is composed entirely of unrelated Directors, maintains a cur- 
rent data base of potential new Directors. Recommendations for new Directors are made to the Board as this need arises. 
This Committee is also responsible for assessing performance of the current Directors on a regular basis. 


(5) Assessment of Effectiveness of the Board, its Committees and Individual Directors 

The Corporate Governance Committee reviews the relationship between Management and the Board and makes recom- 
mendations where appropriate. This Committee annually recommends assignment of members or candidates to Board 
Committees and periodically reviews the mandates of the Board Committees and makes recommendations as this 
Committee deems necessary. Annually, each Director completes a questionnaire which examines the effectiveness of the 
Board as a whole and all of the Board Committees. The Governor regularly meets privately with each Director to discuss 
their role as Director of the Company and assess their individual strengths and weaknesses. Directors may discuss any con- 
cerns that they may have with the effectiveness of the Board, the role and duties of the Committees and the contribution of 
individual Directors. 


(6) Orientation and Education Program for New Directors 
New Directors are invited by the Governor to meet with himself, the President and Chief Executive Officer and other senior 
officers for discussion and review prior to attending their first Board meeting. Tours of stores and other facilities are tailored 
to meet individual requirements. Each Director receives a Directors’ Handbook which provides much of the information 
Directors require. Periodic educational sessions for experienced as well as new Directors are held preceding Board meetings 
at which one or more of the unique aspects of the retail business is discussed in some detail. 

It has been the practice for one Board meeting in each year to be held in a city other than Toronto to enable Board 
members to visit different Bay and Zellers stores, to meet with local management and to gain an understanding of regional 
differences. 


(7) Size of the Board 
The size of the Board is determined annually based on contemporary needs. In 2001, the Board was comprised of 11 mem- 
bers. At the Annual Meeting in May 2002 shareholders will be asked to appoint 11 Directors. The Board believes that about 
11 or 12 Directors, including the one executive, will be sufficient and will allow for more effective decision making in the 
Company as a whole. 
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(8) Compensation of Directors 
The Corporate Governance Committee annually reviews Directors’ compensation in reference to the compensation of 
Directors of other corporations of similar size and complexity and makes recommendations to the Board for adjustment 
when appropriate. Consideration, when reviewing Directors’ compensation, is given to the responsibilities and risks 
involved in being an effective Director and other relevant factors. 


(9) Composition of Committees of the Board 
A majority of the members of each Board Committee are unrelated Directors. The President and Chief Executive Officer is 
a member of the Executive Committee and the Chief Financial Officer is a member of the Pension Committee. Both of 
these appointments are considered of significant strategic value to the mandates and duties of these Committees. 


(10) Development of Approach to Governance Issues 
The Corporate Governance Committee is charged, among other things, with the responsibility to review governance issues 
as they relate to the Company and to make recommendations to the Board as it deems appropriate. This Committee is 
responsible for the Company’s Annual Statement of Corporate Governance Practices and for the Company’s response to 
these Guidelines. 


(11) Development of Position Descriptions for the Board and CEO and Approval of Corporate Objectives for CEO 
The responsibilities of the Board are set out above under the heading “Mandate of the Board of Directors.” These mandates 
clearly define the responsibilities and objectives of Management and the limitations placed on Management’ authority to 
act. Other policies and procedures created by the Board from time to time further define Management's responsibilities and 
the interaction of the President and Chief Executive Officer and the Board. 


(12) Structure and Procedure for Independent Board Function 
The Governor is the non-executive Chairman of the Board and is responsible for ensuring that the Board discharges its 
duties. When appropriate, to ensure independence from Management, the inside Directors are requested to withdraw from 
meetings of the Board and similarly of any meetings of Board Committees. Private sessions are held by the unrelated 
Directors during each meeting of the Board and certain of the Committees. 


(13) Audit Committee 

The Audit Committee is comprised of five outside and unrelated Directors. The Audit Committee has a written mandate 
and well-defined responsibilities providing Audit Committee members with specific duties and responsibilities. Established 
procedures permit and require that the Audit Committee meet privately with both External Auditors and Internal Company 
Auditors on a quarterly basis to discuss and review issues that either this Committee or the Auditors deem appropriate and 
timely. The Audit Committee Chairman is also available to meet with the External Auditors and the Internal Auditors 
between regular Committee meetings as circumstances arise. The Audit Committee reviews an annual report prepared by 
the Internal Auditor which discusses internal controls within the Company as designed and implemented by Management 
and reviews the duties and responsibilities of Internal Audit. The Audit Committee reviews all financial statements prepared 
by the Company and reports to the Directors of the Company. 


(14) Engagement of Outside Advisors by Directors 


Individual Directors are entitled to appoint an outside advisor at the expense of the Company, subject to prior approval by 
the Board. 
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Committees of the Board of Directors 


There are five Committees of the Board of Directors including the Audit Committee, the Corporate Governance 
Committee, the Executive Committee, the Human Resources Committee and the Pension Committee. The list of 
Directors, which appears on Page 56 of this Annual Report, discloses the membership of each Board Committee. A major- 
ity of the Directors on each Board Committee are unrelated Directors. Each Board Committee has its own written mandate 
as approved by the Board of Directors and is delegated specific powers and responsibilities. Meetings of all Committees are 
scheduled on a regular basis with the ability to call additional meetings as required. 

Every member of the Board receives a copy of the minutes of each Committee meeting. Committee chairmen 
report as appropriate at each Board meeting and an opportunity is provided for dialogue between Committee members 
and the full Board. 

The Audit Committee, comprising five unrelated Directors, meets at least quarterly and as otherwise called by the 
Chairman. It advises the Board on matters relating to External Auditors, Internal Auditors, financial reporting, accounting 
policies, systems and procedures, and financial management. The Committee reviews principal risks and the integrity of 
internal control systems and of management information systems. In addition, the Committee is responsible for social 
responsibility matters including the review of compliance with legislation. Principal areas of concern include health and 
safety, environmental protection, legal and ethical compliance, and government and community relations. During the 2001 
fiscal year the Committee met on four occasions. 

The Corporate Governance Committee, comprising six unrelated Directors, meets at least semi-annually or at the 
call of the Chairman. It performs the function of a succession and nominating committee and assesses the effectiveness of 
the Board, its Committees and its individual Directors. It reviews the mandates of the various Board Committees amending 
these mandates, with the consent of the Board, where appropriate and reviews the relationship between the Board and 
Management. During the 2001 fiscal year the Committee met on five occasions. 

The Executive Committee, comprising five Directors, is chaired by the Governor and includes one inside Director, 
the President and Chief Executive Officer. The Board believes the Chief Executive Officer's participation to be both neces- 
sary and appropriate for the effective operation of this Committee and that the Chief Executive Officer be a full voting 
member. The Committee meets as required at the call of the Chairman. The Committee advises the Board regarding capital 
expenditure and financing projects and reviews and recommends to the Board policy statements regarding Donations 
and Political Contributions. Between Board meetings, the Committee exercises the powers of the Board except over those 
matters which may not be delegated or which have been reserved by the Board. During fiscal 2001 the Committee met on 
one occasion. 

The Human Resources Committee, comprising of five unrelated Directors, meets at least semi-annually or at the 
call of the Chairman. The Committee advises the Board generally in all matters relating to compensation for the 
Company and specifically relating to compensation for Senior Executives. During the 2001 fiscal year the Committee 
met on four occasions. 

The Pension Committee, comprising three Directors, meets at least annually or at the call of the Chairman. 
Membership includes the Chief Financial Officer, as a full voting member. The Board believes this to be both necessary 
and appropriate for the effective operation of this Committee. The Committee oversees pension plans, including their 
investment, safekeeping, and procedural and administrative matters and reports to the Board quarterly. During the 2001 
fiscal year the Committee met on four occasions. 
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‘Toronto 

Company Director & 
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Elected 1985!” 
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Executive Officer, 
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Former Chairman, 
Canadian Hunter 
Exploration Ltd. 
Elected 1998°** 


Dominic D’Alessandro 
‘Toronto 
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Elected 1996°" 
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Corporate Director 
Elected 2000'” 


L. Yves Fortier 
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Chairman & 

Senior Partner, 
Ogilvy Renault, 
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Elected 1993'?** 


Walter EF. Loeb 
New York, N.Y. 
President, 

Loeb Associates Inc. 
Elected 1998°” 
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The Toronto Stock Exchange 
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Internet 

Hudson’s Bay Company provides 
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